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good to grow




vision
Advancing Wellness™ .
through the right people and
the right products

values
Integrity
Ownership/Accountability
Speed
Entrepreneurial Spirit

commitment

To our customers,
by delivering on our promise to serve
their needs with integrity and trust.

To our employees,
by embracing diversity of thought and cultural perspective,
and fostering an environment of empowerment, fairness and respect.

To our shareholders,
by safeguarding their investment and providing a fair return.

To our communities,
by acknowledging our social responsibility through
active citizenship and thoughtful giving.




doesm’t just heppen. It takes
the conditions, the essential
ingredients, and a lot of care and
aittention. At Hospira, we've the
last few investing for growth—
transiforming our compamny and leying
tihe foundetion thet will
enable us to grow in the coming years.
See the work we've done, the
we've made and the resulits we're
producing. Wetre to grow.



to our shareholders

Growth comes from strength. We are proud to say that Hospira is a much stronger company today than we were
just a few short years ago. In this letter, and on subsequent pages, we would like to share with you the strategies
we are pursuing to build on our success to date, the investments we have made to support our strategic initiatives
and the reasons we believe Hospira will continue to be a formidable competitor in the global marketplace for the
foreseeable future.

Since our spin-off in April 2004, we have focused on laying the foundation that will allow us to grow our business
and live our visign of Advancing Weliness™ through the right people and the right products. We promised to build
an independent organization and to take the necessary steps to increase shareholder value over the long term. We
concentrated on executing our two strategies—investing for growth, and improving margins and cash flow—to
achieve these goals.

Delivering on our commitments

This past year provided further evidence that we are delivering on our commitments. We successfully completed
the separation from Abbott and continued our transformation of Hospira into a nimble, dynamic and growing
company. We made great strides in enhancing our competitive position in the marketplace. We launched several
new products, announced our plans to acquire Mayne Pharma and forged several strategic international alliances.
Financially, we grew core net sales 5 percent and improved operating margins.

Our results in 2006 contributed to the significant, measurable progress we've made financially since our spin-off.
We've turned core net sales around from declines pre-spin to mid-single digit growth in each of the last two years.
Since 2004, adjusted gross margins have improved more than 7 percentage points, while adjusted operating
margins are up nearly 1.3 percentage points. And we have generated cash fiows from operations totaling almost
$1.4 billion over the last three years. Because we reached the goals we set at spin-off faster than anticipated, we
raised our long-term financial goals in 2006. Hospira is now striving for net sales growth in the high single
digits, an operating margin in the high teens and adjusted earnings per share growth in the low-to-mid teens.

Making all of this possible, of course, are our employees around the world. They are the backbone of this
organization. It is their talent and drive that produce the results and enable us to help our customers improve
patient safety and reduce costs. And guiding our organization are the members of our board of directars, who
share their extensive knowledge and experience with Hospira. We would like to thank Judith Pelham and William
Weiss, who left the board in 2006, for their service. We were fortunate to welcome three new members to the
board—Ronald Matricaria, Dr. Mark Wheeler and Roger Hale—and we look forward to their continued contributions.

Taking root-a solid foundation in place

We're optimistic about the future not just because of what we've accamplished, but because of our new and
enhanced capabilities that are a direct result of our investments. We established the infrastructure to operate
and excei as an independent company, which included installing a new informatien technology infrastructure in
an accelerated timeframe. We increased our investment in research and development (R&D) to build and expand
robust new product pipelines in both Specialty Injectable Pharmaceuticals and Medication Management Systems—
two primary growth drivers for the company. And we're becoming more efficient in doing se. Our generic drug
development cycle has been reduced from 23 manths pre-spin to an average of just 16 months today. Because of
our renewed focus on RED, we've brought a number of new products to market over the past year, and we'll
continue to aggressively pursue developing new products that address our customers' needs.




Our ability to invest in Hospira is derived from impraving our margins and cash flow. We have generated better
results through a number of initiatives, including paring low-margin products from our portfolio, increasing our
manufacturing efficiencies and improving overall productivity.

Good to grow

Adhering to our strategic priorities, we expect future growth to come from organic means as well as select
acquisitions and alliances. The acquisition of Australia-based Mayne Pharma Limited in early 2007 is a horizon-
expanding event for Hospira, broadening bath our preduct and gecgraphic market participation. It enhances

our Speciaity Injectable Pharmaceuticals porifolic to include oncology products, one of the fastest-growing
therapeutic classes of drugs. Just as importantly, it accelerates the expansion of Hospira's presence internationally,
particularly in Europe and Australia. Mayne holds leadership positions on both continents that complement
Hospira's market-leading position in the United States. As a result of the acquisition, Specialty Injectable
Pharmaceuticals will represent approximately half of Hospira's sales, and our overall sales outside the United
States will double.

In addition to the Mayne acquisition, we've also strengthened our position in the attractive but emerging
biogenerics market through an alliance forged during the year with Germany-based STADA Arzneimittel AG and
BIOCEUTICALS Arzneimittel AG, as well as our acquisition of Australia-based BresaGen Limited. Both moves
enable Hospira to take advantage of the opportunity to participate in what we believe will be an important longer-
term growth driver for our Specialty Injectable Pharmaceuticals product line. Biogenerics—"generic” versions

of biopharmaceuticals—are a natural extension for Hospira with our leadership position in generic injectable
pharmaceuticals, and they will further our ability to help reduce heaithcare costs.

Our strong cash flow enables us to continue investing in product development, fund margin-improvement programs
and take advantage of acquisition opportunities. It has also allowed us to return a portion of our excess cash o
shareholders. In 2006, we repurchased $300 million of Hospira stock.

Going forward
While we're energized by our success so far—turning an under-invested business with declining sales and margins
into a company revitalized with top- and bottom-line growth—we're in the early stages of our transformation.

Integrity. Ownership. Accountability. Speed. Entrepreneurial Spirit. All of these values will continue to guide us in
2007 and beyond as we focus on integrating Mayne with Hospira and driving performance across our product
lines. It's an exciting time to be a part of Hospira. We've laid the groundwork. We're seeing the progress. We're

Ned a. gﬁw/i/ W

David A. Jones Christopher B. Begley
Chairman of the Board Chief Executive Qfficer
February 28, 2007

Note: This fetter to shareholders contains financial dota that s not prepared in conformity with US. Generally Accepted Accounting Principles (GAAPL Monagement believes
that melusion of these non-GAAP data provides o more meaningful comparisan of the company's ongoing operations. A reconciliation of the differences between the GAAP
and nan-GAAP figures immedintely follows the SEC Farm 10-K in this document.







seeding opportunities

Hospitals and other healthcare providers
face significant challenges every day.
They are charged with increasing patient
and caregiver safety, and improving
productivity, while simuttaneously
reducing costs and medication errors.
They are striving to address these pressing
needs amidst additional market pressures
and the rising costs of healthcare
worldwide. By investing in solutions that
help our customers address these critical
ongoing needs, we are also positioning
Hospira for continued success.

We're growing the number of products
in our specialty injectables pipeline and
adding to our already Tobust portfolio

to offer our customers even more generic
choices that help reduce the high cost

of drugs. Hospira also is investing in
innovative and proprietary delivery
formats, which advance patient safety
and caregiver convenience—and further
differentiate our products. In addition,
our acquisition of Australia-based Mayne
Pharma adds to our oncology offering—a
growing, important therapeutic area.

To drive future growth in an increasingly
competitive market environment, we are
evolving our specialty pharmaceutical
capabilities in several ways. We're
expanding our geographic presence and
product offerings with the Mayne
acquisition. We're also actively pursuing
the emerging multi-billion dollar
biogenerics market. Our 2006 alliance
with German companies STADA and
BIOCEUTICALS positions us to participate
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in the biosimilars market in Eurcpe
and eventually in the United States.
And our acquisition of BresaGen adds
competencies core to biogenerics—
protein and peptide manufacturing and
cell development,

A second focus area for Hospira is
Medication Management Systems.

Our integrated offering of sophisticated
infusion devices and our safety software
system—Hospira MedNet®—is designed
to help reduce errors and increase
productivity in the medication
administration process. To address our
customers' various levels of need, we
offer a wide range of product platforms
that are’scalable and upgradable. For
customers in key international markets,
we are investing to provide infusion
pumps in languages other than English.
We also are enhancing our capabilities as
technologies evolve—warking closely, for
example, with cther technology providers
to integrate Hospira MedNet with other
hospital information technalogies.

Internally, we are investing to reduce
our own costs and imprave productivity.
We've launched initiatives designed to
optimize our manufacturing efficiency
by enhancing our more cost-efficient
facilities, We're also employing
techniques such as Six Sigma to further
improve our manufacturing processes.

Taken together, our investments today
are seeding many opportunities that will
generate continued growth for Hospira.







At the same time we are investing for
future growth, Hospira can point to
tangible results from the investments
we've made since becoming a public
company. We have broadened our
Specialty Injectable Pharmaceuticals
offering, launching 14 products since
spin, 10 of them in 2006 alone. Of our
2006 launches, two were for drugs
coming off patent, and we captured
meaningful share for them both, despite
considerable competition. We have also
expanded the many dosage and delivery
formats we offer, including iSecure™—
our new, proprietary disposable pre-filled
syringe. Advancements in safety and
convenience through new delivery
formats such as iSecure continue to be
an attractive differentiator for Hospira.

We're seeing positive results as well in
our Medication Management Systems.
Customers are rapidly adopting Hospira
MedNet®—nearly two-thirds of our 2006
sales of Plum A+® and LifeCare PCA®
infusion systems included this advanced
safety software solution. Qur product
portfolio continues to grow as well, with
the addition of new infusion systems such
as the award-winning Symbiq™ and
LifeCare PCA® with Hospira MedNet,
introduced in 2008,

Symbiq combines ease of use with
next-generation technology and
advanced safety features—including
built-in Hospira MedNet capability,
which enables hospitals to be mare
fully compliant with their own best-

cultivating results
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practice guidelines, LifeCare PCA with
Hospira MedNet, with its bar-code
technology and advanced capabilities,
allows patients to control their own pain
medication within carefully specified
limits—and now supports both wired and
wireless versions of Hospira MedNet.
These new products offer customers
even more options for their medication
administration needs.

Another result of our investment

was the 2006 launch of our Vislv™
container. This environmentally friendly
I.V. container needs no plastic outer
wrap, reducing waste and cost—and its
design increases patient and caregiver
safety. We consider VislV the most
significant improvement to this hospital
and healthcare staple since the switch
from glass to plastic in the 1970s.

Internationally, we have completed
the initial build-out of our commercial
infrastructure and formed several
strategic alliances in Europe, Asia and
Latin America to expand our product
offerings. In 2006, we placed Plum A+
with Hospira MedNet in Canada—the
first non-U.5. country for a Hospira
MedNet-equipped device—and made
Plum A+ available in French, Spanish,
ltalian and Turkish.

These achievements highlight the
positive results of our investing—and
reinforce the importance of the
continuous cycle of planting, cultivating
and reaping.




Hospira at a glance

Hospira is a global specialty pharmaceutical and medication delivery’company, backed by proven leadership and a 70-year
track record of producing high-quality products. Hospira provides a breadth of sclutions that help address the safety,
effectiveness and costs of patient care. Our products are used by hospitals, alternate site clinics, home healthcare providers

and long-term care facilities.

Specialty Injectable
Pharmaceuticals

As a fteading manufacturer of specialty
injectable pharmaceuticals, Hospira
offers one of the broadest portfolios
of generic injectable products, many
in muitipte dosages or delivery formats.
Product areas include cardiovascular,
anesthesia, anti-infectives, oncology,
analgesics, emergency and other
therapeutic segments.

Specialty injectables will continue to
be a large growth opportunity for
Hospira. More than $5 billion worth

of proprietary, non-biologic injectable
drugs will face patent expiration in the
United States alone by 2010, many of
which are in Hospira's robust preduct
pipeline. In addition, Hospira's biogenerics
program positions the company to be
an early participant in the emerging
and growing biogenerics market.
Furthermore, the acquisition of Mayne
Pharma Limited in 2007 doubles
Hospira's international presence,
positioning the company as the global
market leader for generic injectable
pharmaceuticals, [t also expands
Hospira's oncology product offering.

Medication
Delivery Systems

Two components comprise Hospira's
strong position in Medication Delivery
Systems: Medication Management
Systems and Infusion Therapy.

Medication Management Systems
include infusion pumps and related
disposable sets and software, playing a
critical role in improving patient safety
as well as enhancing quality of care
and clinician workflow. Hospira's
global installed base includes more
than 400,000 pumps. Hospira MedNet®
is a drug-dose safety software that helps
reduce medication errors by working to
improve the intravenous medication
process. Hospira's integrated medication
management systems porifolio offers
wireless, networking and several
cross-platform interfacing capabilities
to increase hospital utility, cost-
effectiveness and interoperability with
hospital information technology.

Infusion Therapy includes large
intravenous solutions, nutritionals and
administration sets—essential in virtually
every aspect of hospital patient care.

Contract
Manufacturing

One 2 One® is Hospira's contract
manufacturing business that utilizes
our drug delivery, formulation, filling
and finishing expertise to produce
injectable products on behalf of other
companies. One 2 One’s customers
include some of the world's largest
proprietary pharmaceutical and
biotechnology companies.
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o FORWARD LOOKING STATEMENTS:. BRI P "‘.'

' This annual report contains forward- lookmg statements within the meamng of the federal securlttes
laws. Hospira intends that these forward-looking’ statements be cgvered by the safe harbor provisions for "
forward-looking statemcnts in the federal securities laws, In some cases, these stdtements can be ldentlﬂed
by the use of forward-looking words such as “may,” “wtll " “should, » “antlc1pate ? “estlmate expect,”

“plan,” “believe,” “predict,” “potential,” “project,” “intend,” “could” or snmllar expressmns In partlcular )

M

. statements regarding Hospira’s plans, strategies, prospects and expectations regarding its business and

industry are forward-looking statements. You should be aware that.these statements and any other.
forward-ldoking statements in this document only reflect Flospira’s expectations'and are not guarantees of
performance, These statements involve risks, uncertainties and assumptions. Many of these risks, i
uncertainties and assumptions are beyond Hospira’s contro, and may cause actual resultsand
performance.to differ materially from its expectations. Important factors that could cause Hospira’s actual
results to be materially different from its expectations include (i) the risks and uncertainties described i m -
“Item 1A. Risk Factors” and (ii) the factors described in “Item 7. Management s Discussion and Anaky51s
of Financial Condition and Results of Operatlons " Accordingly, you should not place undue rellance on
the forward-looking statements contained in this annual report. These fonvard lookmg statements speak
only as of the date on which the statements were made. Hospira undertakes no obligation to update or |
revise publicly any forward-looking statements, whether as a result of new information, future cvents or
otherwise.

o : . r
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PART 1 “
Item 1. Business . ' -

Overview

Hospira is a global specialty pharmaceutical and medication delivery company that js focused on .~
products that improve the productivity, safety and efficacy of patient care. Hospira is a leader in the -,
development, manufacture and marketing of specialty injectable pharmaceuticals and medication delivery
systems that deliver drugs and intravenous (“.V.”) fluids. Hospira is also a leading provider of contract
manufacturing services to proprietary pharmaceutical and biotechnology companies for formulation
development, filling and finishing of injectable pharmaceuticals. Hospira’s broad'portfolio of products is
used by hospitals and alternate site providers, such as clinics, home healthcare providers and long-term
care facilities. : ‘

In 2006, Hospira’s net sales were $2.69 billion, on which it ¢arned net income of $237.7 million. The
United States is the largest market for Hospira’s products and accounted for approximately 83% of 2006
sales. Sales outside the United States accounted for the remaining 17% of sales.

'

Hospira has two reportable segments, U.S. and International, through which its. products are sold For
financial information relating to Hospira's segments and the geographlc areas, see Note 11 to the financial
statements included in Item 8.of this document. As each reportable segment produces and sells similar
products and services, unless the context requires otherwise, the disclosure in Items 1 and 1A relates to
bo__th reportable segments. L
General Development of Business

Hospira was incorporated in Delaware on September 16, 2003 as a wholly owned subsidiary of Abbott
Laboratories. Hospira’s business first began operation as part of Abbott in the 1930s. As part of a plan to
spin off its core ho‘;pttal products business, Abbott transferred the assets and liabilities re]atmg to
Hospira’s business to Hospira and, on April 30, 2004, distributed Hospira’s common stock 10'Abbott’s
shareholders: On that ddte HOSpll‘d began operdtmg asan mdependent company, and on May 3 2{]04



Hospira’s common stock began trading on the New York-Stock Exchange under the symbol “HSP.” The
transfer of assets and liabilities to Hospira, and-distribution of Hospira common stock as described abave, ‘
are sometimes referred to in this document as the “spin-off,” and April 30, 2004 is sometimes referred to

as the “spin-off date.” As Hospira’s business was conducted by Abbott before the spln-off references in
this annual report to Hospira’s historical assets, liabilities, products, businesses or activities before the spin-
off date are generally intended to refer to the historical assets, liabilities, products, businesses or activities
of Hospira’s business as it was conducted as a part of Abbott

Under the terms of the spin-off, the legal title to certain assets and operations relating to Hosptra S
business outside the United States were transferred from Abbott over the two-year perlod after the spin-

off. These transfers were completed during 2006,

On September 20, 2006, Hospira entered into an agreement 1o acqulre Mayne Pharma Limited, an
Australian-based specialty injectable pharmaceutical company listed on the Australian Stock Exchange for
approximately $2.0 billion in cash. The acquisition was completed on February 2, 2007. Hospira financed

the acquisition through approximately $120 million of cash on hand and $1.925 billion of borrowings under ’

new credit facilities. Hospira’s financial statements included in this report do not include the financial
results of Mayne Pharma for any of the periods or at any of the dates presented. Unless the context shall
require otherwise, this Item 1 describes Hospira’s business conducted through December 31, 2006, without
regard to the Mayne Pharma acquisition. A more detailed dcscrlptlon of Mayne Pharma’s business is
included in this Item 1 under “—Mayne Pharma.”

Products

Hospira offers the following types of products and services:

Type . ' Description
Specialty Injectable '

Pharmaceuticals. ........ .. ‘e Approximately 130 1nJectable generlc drugs in more than 600 dosages
' o and formulations -' :
' T . Precedex (dexmcdctomtdlne HCI), a proprietary drug for sedation

Medication Del‘ivery Systems.. . e Medlcatlon management systems that include electronic pumps and
- sets for LV. drug delivery, and patient-controlled anaigesm devices
 for pain management

» Hospira MedNet® safety software system-
+ LV, solutions, nutritional products and gravity sets

Injectable Pharmaceutical

Contract Manufacturing ..., g0 lation development, filling and finishing of injectable . -+

. pharmaceuticals on a contract basis for proprletary pharmaceutical
. and biotechnology companies

Other ..................... .. Hemodynamic monitoring systems used in the intensive care setting,
critical care units to measure cardiac output and blood flow, and
brain-function monitoring devices

Specialty Injectable Pharmaceuticals

-

Hospira’s spcmalty injectable pharmaceutical products pr]marlly consist of gcnenc injectable
pharmaceuticals, which provide customers with a lower-cost alternative to branded products whose patents
have expired. As of December 31, 2006, Hospira had approximatély 130 generic injectable products in

o dliin i s s




more than 600 dosages and formulations. These drugs’ therapeutic areas include analgesia, anesthesia,
anti-infective, cardiovascular, oncology and other. All of.Hospira’s generic injectable pharmaceuticals .
include unit-of-use bar-code labels that can be ised to support medication management efforts.'Hospira.
procures the active pharmaceutical ingredients in these products from third-party suppliers. During 2006,
Hospira launched several new generic injectable pharmaceutical products, including ampicillin sulbactam,
carboplatm c1pr0ﬂ0xacm foscamet ondansetron and propofol.

0
a, .

i

Hosplra believes that novel drug delivery formulatlons and formats are- key points of product
differentiation for generic injectable pharmaceuticals. Hospira offers a wide variety of drug delivery. “
options, and believes that its products assist its customers’ efforts to enhance safety, increase.productivity”
and reduce waste. Hospira’s drug delivery formats include standard offerings in ampoules-and flip-top -
vials, which clinicians can use with standard syringes. Hospira’s proprietary drug delivery options include
Carpuject® and iSecure™ prefilled syringes, Ansyr® prefilled needleless emergency syringe systems, First
Choice® ready-to-use premixed formulations and the ADD-Vantage® system for preparing drug solutions -
from prepackaged drug powders or concentrates

Hospira’s specralty injectable pharmaceutlcal product portfollo also 1ncludes Precedex i .
(dexmedetomidine HCI), a proprietary sedative that is used in the intensive care setting, Precedex, isa~
registered trademark of Orion Corporation and is licensed to Hosptra by Orion.. .~ . . -

Pl ot N ! 37, o L I Y ]

Medication Delivery Sysrems : :

The subgroups of the medication delivery systems market that Hospira serves are (1) medication
management systems, which include electronic drug delivery,pumps, safety software, administration sets
and accessories, and related services; and (2) infusion therapy solutions and products that are used to
deliver L.V. fluids and medications to patients. -« Lo .

Medrcanon Management Systems ‘Medication management systems lnclude electronic drug deltvery
pumps, safety software and administration séts that are used to deliver L.V. ﬂutds and medications. Hosplra
also offers services relating to these products. Worldwide, Hospira estlmates that more than 400, 000 of 1ts
electronic drug delivery pumps were in use as of December 31, 2006. '

BT R . 1

Hospira’s electronic delivery pumps 1nclude its next-generation patlent—contro]led analgesm devrce
the LifeCare PCA®; the Plum A+® general infusion pump; the Plum A +®3 (triple-channel) infusion
system; the GemStar® ambulatory infusion pump;-and the OmniFlow® 4000 Plus multi-channel pump.In «
late 2006, Hospira launched the Symbiq™ infusion system, designed for ease of use; which can be sold with
built-in Hospira MedNet® safety software. Hospira also offers disposable administration sets designed to
fit the specific drug delivery pumps. Consulting services and software maintenance agreements are also .+
offered.

L e . oo . H oL N ','1. Do,
-Hospira believes that electronic drug delivery pumps with enhanced systems capabilities have become
a key contributor in efforts to improve medication management programs and decrease the incidence of - -
medication errors. Some of Hospira’s pumps use bar coding to read drug labels that are compatible with
other Hospira products, reducing the opportunity for drug infusion errors. Hospira offers the Hospira.
MedNet® safety software system, which has been designed to enable hospitals to customize intravenous
drug dosage limits and track drug delivery to prevent medication errors. Through its drug library and .~
programmable drug dosage limits, the system can help ensure that medication is infused within hospttal-
defined dose guidelines and best practices. The wireless network versmn of the Hosplra MedNet‘D system
establishes real-time send- and -receive capablllty and can mterface with hosprtal and pharmacy mformatlon
systems. Hosprra contrnues to work with mformatton technology compames to mtegrate the Hosplra
MedNet‘D system with other systems,
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The Hospira MedNet® system is available in the Symbiq™ infusion system, and also for the Plum A+%
infusion pump, the Plum A+%3 (triple-channel) infusion system and the LifeCare PCA® patient-controlled
analgesia device, which together represent the majority of Hospira’s line of electronic drug delivery
pumps. Hospira believes that the Hospira MedNet® system had penetrated approximately 42% of the
compatible Plum A+®and-patient-controlled analgesia installed base by December 31, 2006.

Infusion Therapy Solutions and Supplies. Hospira offers infusion therapy solutions and sup'plies that
include L.V. solutions for general use, I:V. nutrition products, and solutions for the washing and cleansing
of wounds or surgical sites. All of Hospira’s injectable 1.V, solutions include unit-of-use bar-code labels .
that can be used to support medication management efforts. Hospira’s line of infusion therapy supplies
includes administration sets used in gravity 1.V, administration, L.V. catheters and safety devices that are
used to facilitate delivery of L.V. fluids and medications without the use of needies. During 2006, Hospira
launched the VisIV™ next-generation non-PVC, non-DEHP 1.V. container, an L.V. bag with advanced
safety and environmentally friendly features.

Hospira offers needlestick safety products and programs to sﬁﬁport its customers’ needlestick
prevention initiatives. LifeShield® CLAVE® and MicroCLAVE® connectors are one-piece valves that
directly connect syringes filled with medications to a patient’s L.V, line without the use of needles, ICU
Medical, Inc.’s (“ICU Medical”) CLAVE® connectors are a component of administration sets sold by
Hospira to its customers in the United States and select markets outside the United States.

Injectable Pharmaceutical Contract Manufactunng C s ; D _
Through its One 2 One?® manufactunng services group, Hospira provides contract manufacturing
services for formulation development, filling and finishing of injectable drugs worldwide. Hospira works.
with its proprietary pharmaceutical and biotechnology customers to develop stable injectable forms of their
drugs, and Hospira fills and finishes those and other drugs into containers and packaging selected by the
customer. The customer then sells the fm:shed products under its own label. Hospira’s One 2 One®
manufacturing services group does not manufacture active pharmaceutical ingredients, but offérs a wide
range of filling and finishing services, mcludmg solutions preparation, sterile filling, lyophilization (freeze
drying), terminal sterilization and packaging, and has expertise in formulation development, analytical
development and regulatory services. Client companies can choose from a variety of delivery systems that
include vials, flexible containers, prefilled syringes and proprietary drug delivery systems such as ADD-
Vantage®. One 2 One® serves numerous customers, including many of the largest global proprietary
pharmaceutical compames .

Other .. . ' " -

Other sales include critical care devices and the SEDLine® brain-function monitoring system. Critical
care devices are used to monitor vital signs as well as specific physiologic functions of key organ systems.
Hospira provides hemodynamic monitoring systems that are used to monitor cardiac function and blood
flow in critically ill patients. Hospira’s critical care devices include its Transpac® disposable blood-
pressure-sensing devices, Safeset™ Blood Sampling System, and various catheter systems.

[ ' . AR
Customers, Sales and Distribution

The United States accounted for appr0x1malely 83% of Hospira’s 2006 net sales. Hospira’s primary
customers in the United States include hosp1tals integrated delivery networks and alternate site facilities.
A substantial portion of Hospira’s products is sold to group purchasing orgamzatlon (“GPO”) member
hospitals and through wholesalers and distributors. Sales through the four largest wholesalers that supply
products to many end-users accounted for approximately 41% of total net sales during 2006. As end-users
of Hospira’s products have multiple ways to access Hospira’s products, including through more than one




wholesaler.or distributor, and, in some cases, from Hospira directly, Hospira believes that it is not
.dependent on any single wholesaler or distributor for distribution of its products. Hospira has pricing ~ +..
agreements for specified products with the major GPOs in the United States, including AmeriNet, Inc.;.. -
Broadlane Healthcare Corporation; Consorta, Inc.; HealthTrust Purchasing Group; MedAssets Inc.;
Novation, LLC; PACT, LLC; and Premier Purchasmg Partners, LP. The scope of products includedin + -
these agreements varies by GPO. . ' '

Hospira’s sales organization includes sales professionals, who sell across its major product lines, as !
well as,product specialists who detail and promote its medication delivery systems; and sales personnel who
market and sell Precedex® and select other products. Hospira also has cxtenswe experience contractmg
with, marketing to and servicing members of the major GPOs.

In the United States, Hospira’s products are primarily distributed through a network of five
distribution facilities as well as through external distributors. The U.S. distribution facilities Hospira -
operates are located in Atlanta, Georgia; Dallas, Texas; King of Prussia, Pennsylvania; Los Angeles, * i
California; and Pleasant Prairie, Wrsconsm -

Sales in markets outside the Umted States comprised approx1mdtely 17% of 2006 net sales. Hospira .
manages its international operations through four international regional hubs in Amsterdam, The -
Netherlands; Montreal, Canada; Mexico-City, Mexico; and Osaka, Japan:. Hospira has direct commercial
infrastructure in some countries and operates through distributors in others. Under the terms of the spin-
off, the legal title to certain assets and operations relating to Hospira’s business outside the United States
were (ransferred from Abbott over the two-year period after the spin-off. These transfers were completed
during 2006. - : '

Hospira’s primary customers in markets outside the United States are hospitals and wholesalers that
Hospira serves through its own sales force and its distributors. The majority of Hospira’s business outside
the United States is conducted-through contracting with individual hospitals or through regionalor: =’
national tenders whereby Hospira submits bids to sell its products '

Hospira believes that backlogged orders do not represent a material portion of its sales or provide a
meaningful indication of future sales. ’ '

Product Development : : S . : - . ’

Hospira’s development programs are concentrated in the areas of speclalty injecteible'pharrrle'fcl:euticéls
and medication management systems. Hospira also maintains an active development program to.support
its injectable pharmaceutical contract manufacturing relationships. Hospira primarily engages in programs
to bring new products to market that are unique or that enhance the effectiveness, ease of use, .
productivity, safety and reliability of existing product lines, and that expand the use of Hospira’s products
in new markets or new applications. Hospira operates product development facilities located in Clayton,:
North Carolina; Lake County, Illmors McPherson, Kansas Morgan Hill, California; and San Diego, -
California. - . ‘ -

Hospira is dctively workmg to develop and commercialize biosimilar products, which are sometlmes
referred to as “generic” versions of biopharmaceuticals or biologics. Biosimilar products are large- protein
‘molecules derived from genetically modified cell lines. In. 2006, Hospira entered into collaboration
agreements with STADA Arzneimitte]l AG and BIOCEUTICALS Arzneimittel AG relating to the . -
development, manufacturing and distribution of a biosimilar version of erythropoietin. Therapeutic
erythropoietin is used primarily in the treatment of anemia in dialysis and in certain oncology applications.
During 2006, Hospira acquired BresaGen Limited, a biotechnology company based in Adelaide, South - -
Australia. BresaGen provides protein and peptide manufacturing and cell line development capabilities, -
which Hospira believes are important competencies to support its biosimilar efforts.




Hospira’s key programs in the area of medication management systems include the development of -
advanced infusion platforms and systems, including its Hospira MedNet® safety software system, and * .
systems that emphasize ease of use for clinicians, including its Symbiq™ infusion pump. Hospira has -
entered into alliances with several leading information technology companies to develop interfaces-that
enable the Hospira MedNet® system to be used with a variety of hospital information systems and to *
improve cost efficiencies in patient management. Hospira expects to continue entering into strategic
alliances as part of its “open system architecture” strategy for the Hospira MedNet® system.

Hosplra s research and development expenses were $161 6 miilion in 2006, $138 8 million-in 2005 and
$119 6 million in 2004. - . . . .

Manufacturing ' ‘

As of December 31, 2006, Hospira operated 14 manufacturmg facilities globally Hosp1ra s prmmpal
manufacturing facilities are identified in Item 2 of this report. . »

Hospira closed its Donegal, Ireland facility in late 2006, and expects to close the Ashland, Ohio facnhty
later in 2007 and the Montreal, Canada facility by the first half of 2008. Hospira expects to phase out .
production at the North Chicago, Illinois facility, which is leased from Abbott under a 10-year lease
expiring in 2014, on an accelerated time frame with-most of the phase-out occurring by early 2010, .~
Production of the primary products at these facilities is moving to other Hospira facilities and/or being
outsourced to third-party suppliers. During 2006, Hospira began a $60 million expansion of manufacturing
capacity at the McPherson, Kansas facility, in part to accommodate some of the production from the North
Chicago facility.

Hospira’s twa largest facilities, located in Rocky Mount, North Carolina and Austin, Texas account
for a significant portion of Hospira’s manufacturing output. While Hospira has not experienceda  °
significant interruption of manufacturing at those facilities, such an interruption could materially and
adversely affect Hospira’s ability to manufacture and sell its products. ¥ o
Raw Materials and Components _ ’ .

While Hospira produces some raw materials and components at its manufacturing sites, the majority
of raw materials and components that it uses are sourced externally on a global basis. Hospira procures the
actlve pharmaceutlcal ingredients in its drug products from third- -party suppliers.

.Although many of the raw materials and components Hosplra uses to produce its products are readlly
available from multiple suppliers, Hospira relies on supply from a single source for many raw materials and
components. For example, Hospira relies on proprietary components available exclusively from ICU .
Medical. ICU Medical’'s CLAVE® and MicroCLAVE® connector products are components of - *
administration sets that represented approximately 14% of Hospira’s 2006 sales. Hospira also purchases a
significant portion of its critical care products from ICU Medical, pursvant to its long-term manufacturing;
commercialization and development agreement with ICU Medical entered into during 2005 In addition,
Hospira purchases some of its raw materials and components from single suppliers for reasons of quality
assurance, sole-source availability, cost effectiveness or constraints resultmg from regulatory requirements.

In order to manage risk, Hospira continually evaluates alternate-source suppliers, although it does not-

typically pursue regulatory qualification of alternative sources due to the strength of its existing supplier
relationships, the reliability of its current supplier base, and the time and expense associated with the
regulatory process. Although a change in suppliers could require significant effort or investmentby . .
Hospira in circumstances where the items supplied are integral to the performance of its productsor &« °
incorporate unique technology, Hospira does not believe that the loss of any ex15t1ng supply arrangement
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(other than its CLAVE® supply arrangement with ICU Medical, which continues through 2014) would
have a materlal adverse effect on 1ts busmess
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Quality Assurance ' - I
Hosptra has developed and |mplemented quality systems and concepts throughout lts orgamzatlon- :
Hospira is actively involved in setting quality policies and managing internal and external quality Ca
performance. Its quality assurance department provides quality leadership and supemses its quality
systems. An active audit program, utilizing'both internal and external audttors monitors compllance wrth
applicable regulations, standards and internal policies. In addition, Hospira’s Tacilitiés are subject to
periodic inspection by the U.S. Food and Drug Administration (the “FDA™) and other,regulatory
authorities. In the past, Hospira's business has received notices alleging violations of appllcable regulat1ons
and standards, and Hospira has developed definitive-action plans,implemented remedial programs and
modified its practices to address these issues, These matters have not materiaily 1mpacted Hospirals ablhtyt

to market and sell its products, _ ‘ KO

L]

Competition ’ AR T
Hospira’s industry:is highly competitive. Hospira competes with many companies,.both public:and
private, that range from small, highly focused companies to large diversified healthcare manufacturers. .-

Hospira believes that the most effective competitors in its industry are focused on product quality and : .
performance, breadth of product offering, manufacturing efficiency and the ability to develop and deliver:
cost-effective products that help hospitals provrde high quality care in an environment that requrres
increasing levels of efficiency and productwlty . . ' :

Hospira’s most significant competitors-in specialty injectable pharmaceuticals include Abraxis .
BioScience, Inc., Baxter International Inc. and Teva Pharmaceuticals, as well as divisions of several
multinational pharmaceutical companies. Local manufacturers of specialty injectable pharmaceuticals also -
compete with Hospira.on a country-by-country basis. Hospira’s most significant competitors in medication-
delivery systems include Baxter, Becton, Dickinson and Company, B. Braun Melsungen AG, Cardinal .+~
Healthcate Inc., Fresenius Medical Care AG and Terumo Medical Corporation. Baxter, Cardinal and.
Patheon, Inc. are significant competitors of Hospira’s contract manufacturing business. Edwards - o
Lifesciences Corporatton is a significant cornpetrtor in critical care momtorlng devices. Wt

Hospira believes that lt is one of the leadmg competttors in terms of U S. market share, in each of 1ts
major product llnes and believes that its 51ze scale, customer relatlonshlps and breadth of product line are”
sngmflcant contrlbutors to its market posmons Hosprra believes that it must continue 'to mvest 51gn1f1cantly
in, and successfully execute, its research and product develc)pment activities, optlmlze its manufacturmg
efficiency and productivity, i increase its international presence and Successfully mtegrate Mayne Pharma’s
business into its operations to further its competitive posmon Partlcularly, within its specnalty mjectable
product line, Hospira seeks to maximize its opportunity.to establish a “first-to-market” position for its:
generic injectable drugs and, within its medication delivery:systems product line, Hospira seeks to... .-
differentiate its products through technological innovation and an integrated approach to drug delivery.
These efforts will depend heavily on the success of Hospira’s research and development programs. . .

Patents, Trademarks and Other Intellectual Property

1

When p0551ble Hospira seeks patent and trademark protectlon for its products Hosptra owns, or has
licenses under, a substantial number of patents, patent applications, trademarks and trademark
applications. However, Hospira does not consider any one or more of these patents, patent applications,
trademarks and trademark applications to be material in relation to its business as a whole. . .



Employees

As of December 31, 2006, Hospira had approximately 13,000 employees. A;')proximately 8,000
employees were in the United States. Upon the completion of the Mayne Pharma acquisition, Hospira had
approximately 15,000 employees. Employees at the Ashland, Chio manufacturing facility, and a significant
portion of Hospira’s employees outside of the United States, are members of works councils or trade

unions. ‘ . Lot

-

_ Hospira believes that it generally has a good 'felationship with its employees and the works councils
and unions that represent them.

Governmental Reguléation and Other Matters

Laws and regulations that significantly affect Hospira’s business and operations are described below.
Hospira believes that it is in material compliance with applicable laws and regulations, including those
described below.

Food and Drug Laws

Most of Hospira’s products and facilities are subject to regulation by the FDA and national and
supranational regulatory authorities outside the United States, including Health Canada (Health Products
and Foods Branch) and the European Agency for the Evaluation of Medicinal Products for Human Use.
Hospira’s marketed drugs and devices are subject to regulation with respect to, among other matters,
manufacturing, post-marketing studies’in humans, advertising and promotional activities and materials,
product labeling, and post-marketing surveillance and reporting of adverse events.

All aspects of the manufacturing of regulated products are subject to substantial governmental
oversight. Facilities used for the production, packaging, labeling, storage and distribution of drugs and
medical devices must be registered with the FDA and other regulatory authorities. All manufacturing
activities for these products must -be conducted in compliance with relevant good manufacturing practices.
Hospira’s manufacturing facilities are subject to periodic and for-cause inspections to verify compliance
with good manufacturing practices. New manufacturing facilities or the expansion of existing facilities will
require inspection and approval by the FDA and other regulatory authorities before products produced at
that site can enter commercial distribution. If,-upon inspection, the FDA or another regulatory agency
finds that a manufacturer has failed to comply with good manufacturing practices, it may take various
enforcement actions, including, but not limited to, issuing a warning letter or similar correspondence,
mandating a product recall, séizing violative product, imposing civil penalties, and referring the matter to a
law enforcement authority for criminal prosecution. See “Item 1A. Risk Factors—Hospira and its suppliers
and customers are subject to various governmental regulations and it could be costly to comply with these
regulations and to develop compliant products and processes.”

Hospira’s sales and marketing activities for regulated products, particularly prescription drugs and
certain medical devices, are also highly regulated. Regulatory authorities have the power to mandate the
discontinuance of promotional materials, practices and programs if they include information that is beyond
the scope of the indications included in the approved or cleared labeling or is not in compliance with
specific regulatory requirements.

Some of Hospira’s drug products are considered controlled substances and are subject to additional
regulation by the U.S. Drug Enforcement Administration (“DEA™) and various state and international
authorities. These drugs, which have varying degrees of potential for abuse, require specialized controls for
production, storage and distribution to prevent theft and diversion. Violation of controlled substance
statutes and regulations may result in substantial civil and criminal penalties.
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- .Hospira has begun investing in the development of biosimilar products, which are generic and/or
similar versions of currently marketed biologic pharmaceuticals. In November 2005, the'European.
Medicines Agency impleménted guidelines directed at the approval pathway for all generic biologic
pharmaceuticals in the European Union. In the United States, there is no specific regulatory pathway for
abbreviated approval of the majority of biclogic pharmaceuticals. For historical reasons, some biologic -
pharmaceuticals, such as human insulin and human growth hormones, are approved under the Food Drug
and Cosmetic Act (the “FDCA”), while most other biologic pharmaceuticals are approved under the.
Public Health Services Act (the “PHS”). The Drug Price Competition and Patent Term Restoration Act of
1984, which is generally known as the Hatch-Waxman Act, amended the FDCA and established an ..
abbreviated approval pathway for generic versions of referenced drug products approved under FDCA.
Although the FDA has been willing to recognize an abbreviated approval pathway for generic versions of
biologic pharmaceuticals approved under the FDCA, the FDA has been unwilling to recognize an
abbreviated approval pathway for generic versions of blOlOglC pharmaceuticals approved under the PHS.
Withiout a 51mllar “Hatch-Waxman” abbrewated approval pathway in the PHS, it is unlikely the FDA will
approve a generlc or off-patent, version of a referenced biologic pharmaceutlcal w1th0ut 1ndependent
clinical studies that support the products’ safety and effectiveness.

Healthcare Fraud and Abuse Laws

As a manufacturer and distributor of prescrlptlon drugs and medical products to hospitals and other
healthcare pr0v1ders l-losplra and its customers are subject to the federal anti-kickback statute, which_
applies to Medicare, Medicaid, and other federal and state programs, This statute prohibits the
solicitation, offer, payment or receipt of remuneration in return for referrals or purchase, or in return for
recommending or arranging for the referfal or purchase of goods covered by the programs. The anti-’
kickback law provides a number of exceptions or “safe harbors” for particular types of transactions.
Hospira believes that its arrangements with its customers are in material compliance with the anti-kickback
statute and relevant safe harbors. While Hospira generally does not file claims for reimbursement from
government payors, the federal government has asserted theories of liability against manufacturers under '
the Federal False Claims Act, which prohibits the submission of false claims to Medicare, Medicaid, and
other state and federal programs. Hospira believes that its arrangements with and actions in regard to its
claims-filing customers are in material compliance with the Federal False Claims Act. Many states have
similar fraud and abuse laws, and Hospira believes that it is in material compliance with those laws. If it
were determined that Hospira was not in compliance with those laws, however, Hospira could be subject to
criminal and/or civil liability, exclusion from participation in Medlcare Medicaid and other state and | -,
federal programs, or other material adverse effects. '
Envjroﬁmenlq! Laws R ]

-1 Hospira’s manufacturing operations are subject to many requirements under environmental laws. In
the United States, the U.S. Environmental Protection Agency and similar state agencies administer laws
which restrict the emission of pollutants into the air, the discharge of pollutants into bodies of water and
the dlsposal of hazardous substances. Violations of these laws can result in significant civil and criminal
penalnes and incarceration. The failure to obtain a permit for certain activities may be a violation of
environmental law and subject the owner and operator to civil and crlmmal sanctions. Most environmental
agencies also have the power to shut down an operatlon if it is operating in violation of environmental law.
U.S. laws also typically allow citizens to bring private enforcement actions in some situations. Outside the
United States, the environmental laws and their enforcement vary, and can be more burdensome. For
example, in'some European countries; there are environmental taxes and laws requiring manufacturers to
take back used products at the end of their useful life. This does not currently have a significant impact on
Hospira’s products, but such laws are expanding rapidly in Europe. Hospira has management systems in
place that are intended to minimize the potential for violation of these laws.
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Other environmental laws address the contamination of land and groundwater, and require the clean-
up of such contamination. These laws may apply not only to the owner or operator of an on-going business,
but also to the owner of land contaminated by a prior. owner or operator. In addition, if a parcel is
contamindted by the release of a hazardous substance, such as through its historic use as a disposal site,
any person or company that has contributed to that contamination, whether or not they have a legal
interest in the land, may be subject to a requirement to clean up the parcel. Hospira has been involved with
a number of sites at which clean-up has been required, some as the sole owner and responsible party, and
some as a contributor in conjunction with other parties. The resulting costs tend to be in the form of legal
expenses, contributions to the cost of the investigation or clean-up of the contaminated sues, or settlement
payments to reimburse the government for past remedial work. . .0

SafetyandHealrh Laws B S

In'the United States, the Occupational Safety and Health Act sets forth requirements for conditions
of the workplace. Hospira’s operations are subject to many of these requirements, parttcularly in
connection with Hospira’s emiployees’ use of equipment and chemicals at manufacturing sites that posc a
potential health or safety hazard. Violation of these laws ¢an result in civil and ¢riminal penaltles

Transportation Laws

Hospira’s operations include transportmg materials defmed as “hazardous” over land, GVer sea and
through the air. All of these activities are regulated under laws administered by the U.S. Department of
Transportation and similar agencies outside the United States. They include complex requirements for
packing, labeling and recordkeeping, and the fatlure to comply can result in civil and criminal sanctlons

- - . - . N | [
Customs Laws o P

The import and export of many goods across national borders are heavily regulated, especially in the
United States. As,the importer and exporter of many shipments each year, Hospira must comply. with all
customs regulations and pay fees and duties on certain shipments. Failure to comply can result in -
sngmflcant financial penalties and criminal sanctions. -

,

OtherLaws L e o . . : .

The laws of some States and foreign countries regulate the safety of Hospira’s products in the -
marketplace to a greater extent than FDA réquirements. For example, under California’s Safe Drinking
Water and Toxic Enforcement Act of 1986, also known as “Proposition 65,” the state has established a list
of chemicals considered to be hazardous. If, as a result of the sale in California of a product containing a
listed chemical, a person is exposed to the chemical, the seller of that product must provide that person
with a warning. Monetary penalties for non-compliance can be substantial, although there are no c¢riminal
sanctions, . . L Cot . . ,e

Hosplra is also subject toa vartety of state and forelgn compliance, disclosure and anti-fraud laws,”
non-comipliance with which can result in significant financial penalties and criminal sanctions. As Hospira'
operates internationally, Hospira is subject to U.S. regulations that apply to international operations,
mcludmg trade laws the Forelgn Corrupt Practtces Act and antt boycott laws.

Spin-Off from Abbott

Hosplra became an mdependent public company pursuant to a spin- off from Abbott Laboratorles on
April 30, 2004, At that time; Hospira and Abbott entered into various agreements, including.agreements
that defined the parties’ rights and obligations regarding the spin-off, transitional agreements to support ;-
Hospira’s business and commercial infrastructure, and lease agreements. The parties also agreed that legal
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title to certain assets and liabilities used in Hospira’s international operations would be transferred to..
Hospira over the two years after the spin-off. During 2006, Hospira and Abbott completed the transmonal
agreements and all of the transfers of such international assets and liabilities. Some commercial
agreements relating to the supply of products among the parties remain in place through 2008, and the
lease of the North Chlcago Illinois manufacturmg fac:hty remams in force through 2014.

Except as OtheI'WlSE.‘. agreed by the part1es Hosplra assumed all l1ab1l1txes of Abbott and its subsidiaries
to the extent relating to, arising out of or resulting from any matter occurring or existing prior to the spin-
off to the extent such liabilities-relate to, arise out of or result from Hospira’s business and assets. The
liabilities that Hospira assumed include, among other things, liabilities for any claims or legal proceedings
related to products that had been part of Hospira’s business, but were discontinued prior to the spin-off.
However, Hospira did not assume certain liabilities of Abbott or its subsidiaries relating to allegations in
pending or future investigations and lawsuits that Hospira’s business engaged in improper marketing and
pricing practlces as described in “Item 3. Legal Proceedmgs—Marketmg and Pricing Cases.” In addition,
Abbott is liable. generally for all pre-spin-off U.S. federal income taxes, foreign taxes and certain state taxes
attrlbutable to Hospira’s, business. Hospira. generally is, llable for all other taxes attrlbutable to its busmess

- +Hospira genierally assumed all employment-related obllgatlons and liabilities for all U.S. employees
who transferred employment to Hospira in connection with the spin- -off, incliding salaries and vacation,
except as otherwise agreed by the parties. Abbott generally retained responsibility for all '
employment-related obhgatlons and liabilities for U.S. non-union employees who terminated their
employment or retired prior to the spin-off or who otherwise did not transfer employment to Hosplra in -
connection with the spin-off, except as otherwise provided in the agreement. Abbott retained liabilities for
post-retirement medlcal dental and life insurance benefits for U.S. non-union employees who were retired
at the time of the spin-off and for those U.S.. non-union employees who were eligible to retire.as of the
time of the spin-off,(commencing on or after thelr retirement with. Hospira), for other medical and den_tal g
claims which were incurred by employees of Hosplra s business prior to the spin-off, and for certain
deferred cothpensation and supplemental pensioh obligations, subject in all cases to the termis of the spin-
off and the applicable Abbott plans. Hospira assumed and is liable for the pension and other benefits of
Hospira’s current and former union employees at its Ashland; Ohio site. Hospira’s obligations with respect
to employees outside the United States are governed in accordance with the terms of applicable local plans
and local law. . .
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Mayne Pharma
Business Overview o ' T

Mayne Pharma'is an international‘specialty injectable pharmaceuucal company, and has‘a portfolio of
generic m]ectable products focused pririarily on the treatment of cancer. Therapeutlc areas of its products
include anti-cancer agents, anti-infective, pain management and other areas. Mayne Pharma also provides '
contract manufacturing services, and produces and sells oral pharmaceutical products. Mayne Pharma has
a direct commercial presence in 20 countries and indirect distribution in over 45 countries. Mayne Pharma
had AUD788.9 million of revenues during its fiscal year ended June 30, 2006, as reported under Australian
International F1nancia] Reporting Standards, (“AIFRS”). References to “AUD” in.this report are to -
Australian doliars. The exchange rate on the closing date of the acquisition was $1 00 to AUDOQ.775.

“On November 21,/2005, Mayne Pharma was established as an independent company listed on the
Australian Stock Exchange, upon its demerger from Mayne Group Limited, an Australian: health-care -
company (now Symblon Health errted) Hosplra completed its purchase of Mayne Pharma on' R
February 2, 2007.° : ‘ IR e A et

References in this subsection to the “2006 fiscal year” refer to Mayne's fiscal year ended June 36, o
2006.
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Products
Mayne Pharma’s key injectable pharmaceutica! products in the 2006 fiscal year were:'
» paclitaxel, a drug for the treatment of ovarian, breast and hon-small cell lung cancer,

» pamidronate, an oncology drug used to treat a condition involving excess calcium i m the blood,
which may be associated'with certain types of cancer; )

e irinotecan, a drug for the treatment of cancer of the eolon or rectum;
-« MVI®, injectable multivitamins for nutrition; and
.« carboplatin, a drug for the treatment of ovarian cancer.

Mayne Pharmareceived marketing authorization in September 2006 for its oxaliplatin product from
the United Kingdom Medicines and Healtheare Products Regulatory Agency, which followed a ruling from
the United'Kingdom High Court, which found in favor of Mayne Pharma in regard to certain patents for
its oxaliplatin product. An appeal of the court decision was withdrawn by the innovator in January 2007.
Mayne Pharma also has received marketing authorization in other territories, including Germany, France,
Sweden and Australia. Oxaliplatin is one of the largest anti-cancer pharmaceutical products in the world by
sales. L . -

Commercial Operations,

Mayne Pharma has operations in three tegions: Europe Middle East and Africa (“EMEA”) Asia
Pacific and the Americas. Mayne Phaima’s primary customers are hospital pharmacists and oncologists.
The major distribution channels for Mayne Pharma’s injectable products are ho$pitals and clinics as well as
distributors, group purchasmg organizations and governments through tender and bld processes.’

As reported under AIF RS EMEA operatlons generated AUD391.0 million of sales revenue 1n the
2006 fiscal year. In Europe, Mayne Pharma has a direct presence in 13 countries, including France
Germany, Italy, Spain and the United Kingdom. Mayne Pharma has distribution arrangements in over 40
other countries across the EMEA.

As reported under AIFRS, Mayne Pharma’s Asia Pacific operations generated AUD194.4 million of
sales revenue in the 2006 fiscal year. Mayne Pharma has a direct presence in Australia, Hong Kong, |
Malaysia, New Zealand and Singapore Mayne Pharma operates through joint ventures or distributors in ‘
several other countries across the region.

. Asreported under AIFRS, Mayne Pharma’s Americas operations generated AUD203.5 million of
sales revenue for the 2006 fiscal year. Mayne Pharma has a direct presence in the United States and
Canada. . . ,

’

Resea‘rch‘ and Development

Mayne Pharma’s research and development activities are focused on oncology and related drugs, and
it aims to develop generic products that have one or more characteristics that make it difficult for
competitors to develop competing products. Mayne Pharma’s research and development activities are
conducted primarily at Mayne Pharma’s facility in Mulgrave, Victoria, Australia. Mayne Pharma also has
established relationships with research and development partners in low-cost and generic-friendly -
environments, such as India. In recent years, Mayne Pharma has also entered into a number of product in-
licensing agreements, involving the sale of products under license from third parties, to expand its product ;
portfoliro.

. . - ’ ]
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Manufactunng Facilities ) .

Mayne Pharra’s principal.manufacturing facilities are identified in Item 2 of this report. Mayne
Pharma’s primary injectable drug manufacturing facility is its Mulgrave facitity. Products produced at the
Mulgrave facility generated a majority of its 2006 fiscal year revenue. A significant disruption to its _
operations at this site, evén on a short-term basis, could materially hinder Mayne Pharma’s.abilityto.
produce and ship products on a timely basis. ‘ ‘ C
RawMat:en:!}.s ‘ ‘ . o " o .

Mayne Pharma produces the active pharmaceutlcal ingredient for paclitaxel at its Boulder, Colorado
facility and sources.the active pharmaceutical ingredients for its other products from third partics. Mayne .
Pharma has established relationships with a number of FDA-approved suppliers of active pharmaceutical
ingredients and works very closely with them to ensure continuity of supply while mamtalmng material
quality and reliability. .

Competmon

' . . *

. EMEA. Generic penetration rates in the EMEA region vary due to wide variations in the structure
of health care systems (including purchasing practices) and government policies regarding the use of
generic products and pricing, which all lead to differing levels of customer acceptance. Because the
European market is fragmented, with different policies and levels of generic penetration in each country,
the competition-for generic pharmaceuticals is less intense than in the United States, which is a largely
homogenous market with a higher level of generic drug usage. In Europe, competitors tend to vary by
country and are often smaller than those in the United States, although'some consolidation and geographic
expansion is now occurring. Teva is the only company that competcs with Mayne Pharma in the generic
oncology market across the EMEA region. Mayne Pharma’s other key competitors vary from country to
country. i |

Asia Pacrﬁc In Australld generlc penetratlon is growmg primarily due to changes in government
support. Australian laws have been introduced to allow for casier compulsory substitution of generic for
branded pharmaceutrcals as a response (o pressure to reduce costs, which is believed to have resulted in an
increased acceptance of generic pharmaceutlcal products Competltors include the Sandoz division of
Novartis, a number of smaller competitors and the innovator companies.
p A - i ,

In the Asian region, Mayne Pharma sells its products primarily to public and private hospitals. Mayne-
Pharma’s competition in the-Asian region tends to be with the innovator companles rather than local
generic competitors. ' : : ‘

United States and Canada. As significantly higher levels of expertise and investment are required for
injectable oncology pharmaceutlcal product manufacturlng thian for oral dose pharmaceutical
manufacturmg, there are relatively few compames that compete in this market when compared to the
larger oral generics market. Mayne Pharma’s main competitors include Abraxis BioScience, Bedford
Laboratories (a d1v1sron of Boehrmger Ingelhelm) and Teva.

* ' ' .
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Internet Information ' e

Copies of Hospira’s Annual Report.on Form 10-K, Quarterly Reports on Form 10-Q, Current
Reports on Form 8-K, and amendments to those reports-filed or furnished pursuant to Section 13(a) -
or 15(d) of the Securities Exchange Act of 1934 are available free of charge through the Investor Relations
section of Hospira’s Web site (www.hospira.com) as soon as reasonably practicable after Hospira
electronically files the material with, or furnishes it to, the Securities and Exchange Commission. .

Hospira’s corporate governance guidelines, code of business conduct and the charters of its audit,
compensation and governance and public policy committees are all available in the Investor Relations
section of Hospira’s Web site (www.hospira.com) or by sending a request to: Corporate Governance -
Materials Request, Hospira General Counsel and Secretary, Hosplra, Inc., 275 North Fleld Drive, Dept.
NLEG Bldg Hl Lake Forest, IIlmcns 60045. ' oo RS

-y

Item 1A. Risk Factors o N

Hospira’s business, financial condition, results of operations and cash flows are subject to various risks
and uncertainties, including those described below. These risks and uncertainties may cause (1) Hospira’s
sales and results of operations to fluctuate significantly; (2) Hospira’s past performance to not be indicative
of future performance; and (3) Hospira’s actual performance to differ materially from Hospira’s
expectations or projections. The risks described below apply to Hospira’s business after giving effect to the
Mayne Pharma acquisition and may not be the only risks Hospira faces. Additional risks that Hospira does
not yet know of or that Hospira currently thinks are immaterial may also impair its business operations.

Risks Relating to the Mayne Pharma Acquisition and Related Transactions
The mtegrauon of Mayne Pharma into Hospira's opemtzons wifl present significant cha[lenges

On February 2, 2007, Hospira completed its acquisition of Mayne Pharma Limited. Hosplra will face
significant challenges in combining its operanons and product lines with Mayne Pharma in a tlmely and
efficient manner. The Mayne Pharma acqmsmon was the largest in Hospira’s history, and successful
integration will be lmportant to Hospira’s future success It connection with the mtcgratlon Hospira will -
identify and eliminate duplicative functions, retain other key functions and personnel, terminate various
contractual arrangements and transition its management structure to the new combmed company. This
integration will be complex and time-consuming, may divert management away from day-to-day operations
and may disrupt ordinary operations. If Hospira does not identify the right functions to be eliminated or
retained, it may not realize the expected cost savings and synergies from the acquisition. Hospira may not
be able to retain key personnel to efficiently operate the business. Integration of Mayne Pharma will also’
require Hospira to modify its operational and financial systems and cause Mayne Pharma’s internal control
over financial reporting to comply with the Sarbanes-Oxley Act of 2002, The mtegratlon will result in
significant additional expenses, currently estimated to be approximately $95 mllllon to $110 million over
the two year period following the acquisition. The substantial majority.of such expenses will be incurred in
cash. Hospira may incur greater-than-expected costs in connecuon with the integration if it experiences
difficulties or encounters issues not currently known to it. As Hospira and Mayne Pharma offer some
similar products in the same markets, Hospira may not be able to retain all historical sales of those
products.

The failure to successfully integrate Mayne Pharma’s business into Hospira’s business and manage the
challenges presented by the integration process may prevent Hospira from achieving the anticipated
potential benefits of the acquisition, may lead to significant costs and may harm Hospira’s future
profitability.
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Hospira has incurred significant indebtedness in-order to finance the Mayne Pharma acqmsmon which may
limit its operating flexibility. . : . _ o

To finance the Mayne Pharma acquisition, Hospira has incurred additional borrowings of
approximately $1.9 billion in the aggregate under a one-year bridge loan facility and a three-year term loan
facility. As a result,’as of February 1, 2007, Hospira had approximately $2.6 billion of debt.

This sngmflcant indebtedness will require Hospira to dedlcate a substantial portion of its cash flow
from operations to payments on its debt, thereby reducmg ‘the avallablhty of cash flow to fund capital
expenditures, tO pursue other acquisitions or investments in new technologles and for general corporate
purposes Durmg 2006, Hospira incurred approxnmately $31.0 million in interest expense. In 2007, interest
expense is expected to increase to approximately $130 million to $140 million, assuming Hospira maintains
its existing credit ratings and is able to refinance amounts due under the bridge loan facility in market
conditions,similar to current market conditions. Hospira will ‘also be required to make minimum principal
payments under the term loan facility of $50 million in 2007, $200 million in 2008 and $250 million in 2009.
These amounts will be reduced if Hospira prepays the principal in earlier periods.

In addition, this mgmﬁcant mdebtedness will:

l.mcrease: Hospira’s vulnerablllty to general advcrse economic conditions, including increases in
interest rates; and \

* limit Hospira’s flexibility in planning for, or reacting to, changes in or challenges relatmg to its
business and industry.
The terms of the loan agreements contain restrictions on Hospira’s ability t0, among other, }hings:

. * incur additi-onal indebtedness; . = -, o C
s create or incur liens; - - - -
o sell all or substantially all of its assets; and Do - .
¢ consolidate or merge with another-entity. * : Coe

* + Héspira must also maintain a minimum interest coverage ratio and is subject to a maximum leverage
ratio throughout the life of the loan facilities: If Hospira does not comply with the covenants and
restrictions under the agreements governing-its indcbtedness, Hospira would be in default under the
agreements and, if the lenders do not waive such default, the lenders may accelerate the amounts
borrowed. If the loans are accelerated, Hospira may be unable to repay the amounts due to the lenders or
obtain additional or replacement financing on favorable terms or at all, whlch would have a materlal

dverse effect on Hosplra s financial condition;

LT vy K
Hospira's credu rating has been downgraded by Standard and Poor’s and future. a'owngmdes are posszble A
further downgrade will increase Hospira's cost of borrowing.

As a result of the Mayne Pharma acquisition, Hospira’s credit rating was downgraded from BBB+ to
BBB by.Standard & Poor’s. While Moody’s maintained Hospira’s credit rating at Baa3, which'is the lowest
investment grade rating, the rating outlook was changed from stable to negative. It is possible that '
Hospira’s credit ratings could be furthei.downgraded and fall below investment grade from both agencies:
The credit ratings assigned to Hospira’s indebtedness affect its ability to obtain new financing and the cost
of fmancmg and credit. The amount of interest payable under Hospira’s loan facilities depends on
Hospira’s credit ratings. If Hospira’s credit ratings were to be further downgraded, its borrowing costs
would increase, and its access to unsecured debt markets could be limited.
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Ratings are not recommendations to buy, sell or hold securities and are subject to revision or
withdrawal at any time by the rating agencies. Each rating should be evaluated independently of any other
rating. o ' o
Hospi;r'a may not be able to refinance amoiinis borrowed under it_s'bridge loan facility on favorable ten"ns orat
all. ' ' T ‘

Hospira owes appr0x1mdtely $1 425.billion under the bridge loan fac1hty entered into to fmance the
Mayne Pharma acquisition. The brldge loan facility matures in January 2008. Hosplra intends to Tefinance

the bridge loan facility in a timely manner and at favorable terms depends on several factors, mcludmg
Hospira’s credit ratings, general economic conditions, capital markets and interest rate levels.

loan facility, the terms of the refinancing may not be as favorable as the terms of the bridge loan facility. If
Hospira does not maintain investment grade credit ratings, it may be more difficult to refinance the'bridge
loan facility, the cost of borrowing would increase substantially and Hospira wouid become subject to more
stringent covenants and restrictions on its business. If Hospira fails to refinance the credit facility on
favorable terms or at all, such failure could have a material adverse effect on its business and financial
condition. . ,

Hospira will incur substantial charges relating to the Mayne Pharma acquisition.

In addition to integration-related expenses, Hospira will also incur other charges in connectlon with
the Mayne Pharma acquisition. These will include purchase accounting charges, such as the write-off of in-
process research and development and the write-up of inventory, as well as the amortization of intangible
assets. These charges will negatively affect Hospira’s results of operations.

1 . ar

Risks Related to Hospira’s Business and Industries . !
Hospira faces significant competition and may not be able to compete effectively. .o ¥

The healthcare industry is highly competitive. Hospira competes with many companies ranging from
small start-up enterprises to multinational companies that are larger than Hospira and have access to'
greater financial, marketing, technical and other resources than Hospira. Hospira’s present or future
products could be rendered obsolete or uneconomical by technological advances by competitors or by the
introduction of competing products by one or more of its competitors. Hospira faces strong competition
from one or more large competitors in each of its major product lines. To remain competitive and bolster
its competitive position, Hospira believes that it must successfully execute various strategic plans, including
expanding its research and development initiatives, increasing its international presence and lowering its
operating costs. These initiatives may result in significant expenditures and ultimately may not be
successful. \ .o '

Many of Hospira’s products are not protected by patents or. other proprietary rights and are therefore
not entitled to market exclusivity. In the absence of patent.protection, the introduction of competing-.
products is limited primarily by market considerations and the need to obtain necessary regulatory - -
approvals, which may not keep competitors from providing competmvc products. R

Hospira’s failure to compete effectively could ciiuse it to lose ‘market share to its competltors and/or
have a materlal adverse effect on lts sales” and profitability.

3
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the bridge loan facility before it matures through the sale of long-term bonds. Hospira’s ability to refinance.

Hospira may not be able to refinance the bridge loan facility. If Hospira is able to refinance the bridge

e




If Hospira does not introduce new products in a timely manner, its products may become obsolete over time,
_customers may not buy its products, and its sales and profitability may decline.

Demand for Hospira’s products may change in ways Hospira may not anticipate because of evolving
customer needs, the introduction by ‘'others of new products and technologies, and evolving tndustry
standards. A key component to Hospira’s strategy is effective execution of its research and development
activities, in part to increase the breadth of Hospira’s specialty injectable product portfolio and to develop
new and improved medlcatlon delivery systems products. Without the timely introduction of new products
and enhancements, Hospira’s products may become obsolete-over time, in which case its salesand - v -
operating results would suffer. . Wl :

35

If Hospira does not continue to develop genertc injectable pharmaceuticals'in a timely manner its
competltors may develop generic injectable pharmaceuttcal product portfolios that are more competitive '
than Hosptra s, and Hosptra coutd find it more difficult to renew or expand GPO pricing agreements orto
obtain new agreements The ability to faunch a generlc pharmaceuitical product at or before generic market
formation is important to that product’s profltablllty Pricés for generic products typtcally decline, © - "'
sometimes dramatically, following market Tormation, as additional compames receive approvals to market
that product and competmon intensifies. If a company cah be “first'to market » such that the branded drug
is the only other competmon fora penod of time, higher levels of sales’ and profitability can be -
achieved. With increasing competition in the generic product market, the timeliness with which Hosptra
can market new generic products will increase in importance. If Hospira is unable to bring its generic
products to market on a timely basis, and seciire “first to market” posmons 1ts sales and profttabthty could
be harmed.

Hospira fates similar risks if it does not lntroduce new versions or upgrades to its medication
management systems. Innovations generally requtre a substantial 1nvestment in product development
before Hospira can determine their commerc1a] vnabthty, and Hosptra may not have the financial resources
necessary to fund these innovations. Ever if Hosprra succeeds in créating new product candidates from '
these innovations, such innovations may still fail to result in commerc:lal}y successful products. [t may ‘take
more time and effort for Hospira to sell’and :mplement newer-technology medication management
systems to its customers. o '

The success of Hospira’s new product offermgs and enhancements wdl depend on severdl factors

including Hosptrasabthty to: SH . ‘ . _
.. e g .

o properly anticipate and sattsfy customer needs, including increasing demand for lower-cost products
-that help improve safety and productivity; .~ . - .1 ¢ .: S L S o
. . L] LI . [N PO .. [T a " . . L
e innovate, develop, manufacture and implement new products and technologies in an economical
and timely manner; Yo

+

. dtfferentlate its offermgs from competltors offermgs

. . . N st

* achteve positive clinical outcomes for new products

» meet safety and efficacy requirements and other regulatory requtrements of government agencnes

+ LI

¢ avoid mfrmgtng the proprtetary rights of third parttes and S . L

: . to ey Lo [P

. obtaln favorable pr1c1ng on such products 3 e o N .
- Even if Hospira is able to successfully develop new products or enhancements or new generatlons of i’

its existing products, these new products or enhancements or new generations of its existing products may

not produce sales in excess of the costs of development and they may be, qu1ckly rendered obsoléte by

changing customer preferences or the introduction by competltors of products embodytng new

ok
technologies or features. Finally, innovations may not be accepted quickly in the marketplace because of
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among other things, entrenched patterns of clinical practice, the need for regulatory clearance and
uncertainty over third-party reimbursement. ‘ . .

Failure to eﬂ'ectwely manage efforts under product. collaboranon agreements may harm Hospzra 5. busmess and, |
profitability, ‘ ‘ o . . he

. In many cases, Hospira collaborates with-other companies for the development,' regulatory appr‘ox;'al, .
manufacturing and marketing of new products. For example, during 2006, Hospira entered into * =~ # =
collaboration agreements relating to the long-term development and commercialization of biosimilar «+ "~
products, which Hospira views as an important long-term opportunity for its specialty injectable .
pharmaceutical product line. Hospira’s ability to benefit from these arrangements will depend on its ability
to successfully manage these arrangements and the performance of the other parties to these .,
arrangements. Hospira.and the other parties to these.arrangements may not efficientty work together'
leading to higher-than-anticipated costs and/or delays in important activitics under the arrangements. The
other parties to these arrangements may not devote the resources that Hospira requires for the
arrangement to be successful. These arrangements are aften governed by complex agreements that .may be
subject to differing interpretations by the parties, which may result in disputes. These factors are often .
beyond the control of Hospira, and could harm Hospira’s sales, product development ‘efforts and N
profitability.

.

Hospira is subject to the cost-containment eﬁoﬁs_of hospital buying groups,. wholesalers, distributors, tijzird-har:ty
payors and government organizations. )

Many existing and potential customers for Hospira’s products have combined to form GPOs, and
integrated delivery networks (“IDNs”) in an effort to lower costs. GPOs and IDNs negotlate prlcmg
arrangements with medical supply manufacturers and drstrlbutors and these negotlated prices are made
available to a GPO’s or an IDN’s afflhated hospltals and other mcmbers Failure to negotlate
advantageous pricing and purchasing arrangements could cause Hosplra to lose market share to 1ts
competitors and/or have a matenal adverse effeet on its sales and profltabllrty !

r

-

Hospira also relies significantly on drug wholesalers to assist in the dlstrlbutron of its generic
mjectable pharmaceutical products. In general, drug wholesalers have been attempting to, 1mp|ement and
umlaterally enforce, a fee-for-service model for the distribution of such products. One drug who]esaler
continues 1o unilaterally invoice Hospira for higher fees that it alleges are due for the distribution of
Hospira’s generic injectable pharmaceutical products, which Hospira denies are payable. While Hospira
has contracts in place with its major drug wholesalers, if Hospira is required to pay fees not contemplated
by its existing agreements, Hospira will incur addmonal costs to dlstnbute its products, which may harm
Hospira’s profitability.

Hospira’s products and services are sold to hOSpltaIS and alternate site providers, such as clinics, home
healthcare providers and long-term care facilities] all of which receive reimbursement for the healthcare
services provided to their patients from third-party payors, such as government.programs, private-
insurance plans and managed-care programs, These third-party payors are increasingly attempting to
coritain Kealthcare ‘costs by limiting both coverage and the level of reimbursement for medical produgcts
and services. Levels of reimbursement, if any, may be decreased in the future, and future legislation,
regulation or reimbursement policies of third-party payors may otherwise adversely affect the demand for
and price levels of Hospira’s products, which could have a material adverse effect on 1ts sales and
profitability. . ) PR R

In markets outside the Umted States, Hosprra 5 busmess has experlenced downward pressure on
product pricing as a result of the concentrated buying power of governments as prmcrpa] customers and
the use of bid-and- tender sales methods whereby Hosprra is requlred to Subm!t a brd for the sale of g

Coatie! . PR t
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products. Hospira’s failure to offer acceptable prices to these customers could have a material adverse .
effect on its sales and profitability in these markets L . T T )
: i TR -

oo

If Hosp:ra is unable to maintain its GPO pnczng agreements sales of us products could declme

wk ‘ - i o

. A small number.of GPOs influence a majority of sales to Hospira’s hospital customers. GPOs -
negotlate pricing agreements-with providers of medical products; and these negotiated prices are made -
available to members of GPOs. If Hospira‘does not.have a pricing agreement w1th a GPO it may be more -
difficult for Hosplra to sell its products to the GPO’s- members. : A

Hospira has’ prlcmg agreements covermg certain products with’ the major GPO5 in the United ‘States,
including ‘AmeriNet, Inc.; Broadlane Healthcare Corporatlon Consorta, Inc.; HealthTrust Purchasmg ’
Group; MedAssets Inc.; Novation, LLC; PACT, 'LLC; and' Premier Purchasmg Partners; LP. It will be"
important for Hospira to continue to maintain pricing arrangéments with major GPOs. In order to
maintain these relationships, Hospira must offer a reliable supply of high-quality, regulatory-compliant
products. Hospira also'needs to maintain a broad product line and be price-competitive. Several GPO
contracts are up for-renewal or extension each year. If-Hospira is unable to renew.or extend one or more of.
those contracts; and cannot replace.lost business, Hospira’s sales and profitability will decline. There has
been consolidation among major GPOs, and further. consolidation may occur. The effect of consolidation .
is uncertain, and consolidation may impair:Hospira’s ability to contract with GPOs in the future 'R

"“The GPOs also have a variety of business relationships with Hospira’s competitors and may' decide to
enter into pricing agreements for, or otherwise prefer, products other than Hospira’s. While GPOs 7
negotiate incentives for members to purchase specified products from a given manufacturer or distributor,
GPO pricing agreements allow customers to-choose between the products covered by the arrangement and
another manufacturer’s products, whether or not purchased under a negotiated pricing agreement. As a -
result, Hospira may. face competltlon for its products even within the context:of its GPO pr1c1ng . G
agreements A ER .. v e -

* Although some of Hosp1ra s GPO pr1c1ng agreements may not be termmated without breach usitil the
end of their contracted term, otliers may be terminatéd on 60 or 90 days’ notice. If Hospira is ‘unablé to
establish or maintain arrangements with key GPOs and customers, orif GPQ members alter their -, .
preference for Hospira’s products in favor of those of Hospira’s competrtors Hosplra s sales and
profitability could decline. . -~ -~ .+ - . o W e oo

P . N "t ‘k', . .f“. . 1 . .
Hospira and its supplrers and customers are subject to various govemmental regulatrons and it could be costly i,
to comply with these regulations and to develop compliant products and processes.

"' Hospifa’s products are sub_]ect to rigorous regulatron by the FDA and numerous other natlonal .
supranational, federal and state governmental authorities. The process of obtaining regulatory approvals to’
market a drug or medical device, particularly from the FDA and certain governmental authorities outside
the United States, can be costly and tlme -consuming, and approvals m|ght not be granted for future
products on a timely.basis, if at all. . SUREEE e By

The FDA recently has been expenencmg a backlog of | genenc drug apphcatlons Wthh may delay
approvals of new generlc drug products FDA officials are consrdermg plans fo propose user fees in
connection with appllcatlons by generic drug producers like Hosplra for approval of new géneric drug
products If enacted, user fees would lncrease HOSplra 8 product development costs.” '

Exrstmg regulations may, also delay or prevent generic drug producers such as Hosplra from offermg
certain products, such as biosimilar products in key territories; which could harm Hospira’s ability to grow
its business. If a clear regulatory pathway for the approval of biosimilar products:is not fully developed in -
the United States and other jurisdictions, Hospira may not be able to generate future sales of such

ta
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products in those jurisdictions and may not realize the anticipated benefits of its investments in the
development, manufacture and sale of such products. Delays in receipt of, or failure to obtain, approvals
for product candidates could result in delayed realization of product Tevenues and in substantlal add1t1onal
COStS. . . .

Hospira may not be able to remain in compliance with applicable FDA and other material regulatory
requirements once it has obtained clearance or approval for a product. These requirements-include, among
other things, regulations regarding manufacturing practices, product labeling, advertising and ..
postmarketing reporting, including adverse event reports and field alerts, some of which are rélated 1o
manufacturing quahty CONCerns, ﬁosplra may be requlred by regulatory authorities, or determine on its
own, to temporarily cease produetron and sale of certain prodicts to résolve manufacturmg and product
quality concerns, which would harm Hospira’s sales margins and profitability i in the affected period(s) and
may have a mater1al adverse. effect on Hosplra s busmess o

Many of Hospira's facrhtres and procedures and those of its suppliers are subject to ongoing .
regulation, including periodic inspection by the FDA and other regulatory authorities. For example,
manufacturers of pharmaceutical products must comply with detailed regulations governing current good
manufacturing practices, including requirements relating to quality control and quality assurance. Hospira
must incur expense-and spend time and effort in the areas of production, safety, quality control and quality
assurance to ensure compliance with these complex regulations, In the past, Hospira’s business has
recewed notices alleging violations of these regulatlons and Hospira has modified its  practices in response

to these notlces

. e
[ e e [

Hospira’s manufacturing facilities and those of its suppllers could be subject to sngmﬁcant adverse
regulatory actions in the future. These possible regulatory actions could include warning letters, fines,
damages, injunctions, civil penalties, recalls, seizures of its products and criminal prosecution. These
actions could result in, among other things, substantial modifications to Hospira’s business practices and
operations; refunds, recalls or seizures of its products; a total or partial shutdown of production in one or -
more of its facilities while Hospira remed1es the alleged violation; the inability to obtain future pre- market
clearances or approvals; and w1thdrawals or suspensrons of current products from the market.,

Any adverse regulatory action, or action taken by Hospira to maintain appropriate regulatory i
compliance, could disrupt Hospira’s business and have a material adverse effect on its sales, profitability
and financial condition. Furthermore, adverse regulatory action with respect to any Hospira product,
operating procedure or manufacturmg facrhty could materially harm Hosplra s reputation in the
matketplace. N . B :

The manufacture of Hospira’s products is highly exacting and complex, and if Hospira or its supplzers encounter
problems manufacturing, stonng or dzsmbutmg products Hospira’s business Could suffer.

The manufacturé of Hospira’s products is highly exacting and complex, due in part to strict regulatory
requirements governing the manufacture of drugs and medical devices. Problems may arise during
manufacturing, storage or distribution of Hospira’s products for a variety of reasons, including equipment
malfunction, failure to follow specific protocols and procedures, problems with raw materials and
enwronmental factors. If problems arise during the production, storage or dlstnbutlon of a batch of
product, that batch of product may have to be discarded. This could among other things, lead to 1ncreased
costs, lost sales, damage to customer relations, time and expense spent investigating the cause and,
depending on the cause, similar losses with respect to other batches or products. If problems are not
discovered before the product is released to the market, recall and product liability costs may also be
incurred. Problems with respect to the manufacture, storage or distribution of its products could materially

[N
'

~ disrupt Hospira’s busmess and harm its sales and profltabﬂlty : I :
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Hospira is experiencing higher costs to produce its products as a result of rising oil and gas prices.

Hospira uses resins and other petroleum-based materials as raw materials in many of its products.
Prices of oil and gas also affect significantly Hospira’s costs for freight and utilities. Oil and gas prices arc
volatile and fluctuated significantly in 2005 and 2006, and resulted in higher costs to Hospira to produce
and distribute its products during certain periods. If costs increase and Hospira is unable to fully recover
these costs through price increases or offset these increases through other cost reductions, Hospira could”
experience lower margins and profitability. ' '
Hospira depends ori third parties to.supply raw materials and other components and may not be able to.obtain
sufficient quantities of these materials, which could limit Hospira's ability to manufacture products on a timely .
basis and could harm its profitability. o : . co - : '

The manufacture of Hospira’s products requires raw materials and other components that must meet
stringent FDA and other regulatory requirements. Some of these raw materials and other components are’
currently available from a limited number of suppliers. For example; the LifeShield® CLAVE® and
MicroCLAVE® connector products, which are components of administration sets that represented
approximately 14% of Hospira’s 2006 sales, rely on proprietary components that are available exclusively
from ICU Medical. CLAVE® and MicroCLAVE? are registered trademarks of ICU Medical. In addition,
Hospira purchases from single sources certain compounding material, polyvinyl-chloride resin and
Jaminate film components for Hospira’s production of certain flexible bags that it uses with its intravenous
and pre-mixed solutions, as well as rubber components that it uses with some of its injectable
pharmaceuticals. Hospira also obtains from single sources certain active pharmaceutical ingredients and
finished products. Identifying alternative suppliers and obtaining approval to change or substitute a raw
material or component, or the supplier of a finished product, raw material or component, can be time-
consuming and expensive, as testing, validation and regulatory approval are necessary. '

In the past, Hospira’s business has experienced shortages in some of the raw materials and
components of its products. Continuous supply of petroleum-based products is especially risky due to the
limited number of capable suppliers, limited production capacity and the effect of natural disasters. If .
suppliers are unable to deliver sufficient quantities of these materials on a timely basis or if supply is -
otherwise distupted, including by suppliers exiting the market, the manufacture and sale of Hospira’s . -
products may be disrupted, and its sales and profitability could be materially adversely affected. ‘

Hospira’s cost-reduction activities have resulted in significant charges and cash expenditures. These activities
may disrupt Hospira's business and may not result in the intended cost savings. :

Hospira’s strategy, in part, relies on the establishment of a low-cost operating infrastructure. In order
to realize potential savings on future manufacturing and other operating costs, since 20053, Hospira has -
taken various actions to dispose of, or close, certain manufacturing facilities. These actions included the
sale of its Salt Lake City manufacturing facility to ICU Medical and an agreement to purchase critical care
products produced there from ICU Medical; the closure of its Donegal, Ireland facility; the planned
closures of its Ashland, Ohio and Montreal, Canada manufacturing facilities; and the planned accelerated
production phase-out at its North Chicago, Illinois manufacturing facility, which is leased from Abbott.
These actions have resulted in, and are expected to continue to result in, significant charges to Hospira’s
income and cash expenditures. Future cost reduction activities, if taken, may result in additional charges
and cash expenditures, which may be material.

Hospira expects to relocate some of the production at the affected facilities to other Hospira facilities.
Relocation of production to other facilities is a complex process requiring, among other things,
re-registration of products and modification of the other facilities to accommodate the production. If
Hospira does not successfully manage such relocation, its manufacturing operations and business could be
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disrupted and it may incur more costs thdn anticipated in connection with these activities. Manufacturing
at other Hospira facilities, or outsourcing manufacturing to third parties, may not result in the cost savings
that Hospira expects. If Hosplra does. not reallze .expected savings from |ts cost-reduction efforts, its:
profitability may be harmed.

+
v .
r x, » . )

Hospira’s manufactunng capaaty could limit its abxhty to expand its busmess without signifi cant cap:tal
investment.

Although Hospira believes that it has adequate manufacturing capacity for its primary products, it
may need to invest substantial capital resources to expand its manufacturing capacity if demand for its
products increases significantly or if it is successful in obtaining significant additional customers for its
injectable pharmaceuticals contract manufacturing services business. Hospira may not be able to complete
any such expansion projects in a timely manner of on,a cost- effectlve basis, and may not realize the desired

beneﬁls of any such expansion.

As a result of cost-reduction efforts, Hospira has announced the planned closing of, or has sold,
certain of its facilities. While Hospira believes it will have available manufacturing capacity to absorb, or
the ability to outsource, the production at these facilities, there may be less available capacity at Hospira’s
facilities. If Hospira experiences an interruption in manufacturing at any of its primary manufacturing
facilities, it may not be able to produce sufficient products for its customers. As a result, Hospira’s sales
margins and profitability may be materlal]y harmed ' S '

Hospira relies on rhe performance of its information Iechnology systems, the failure of which could have an
adverse effect on-Hospira's business and performance.

[TRNYS . .

Hospira operates in a highly regulated industry that requires the contmued operatron of sophlstlcated
information technology systems and network infrastructure. These systems are vulnerable to interruption
by fire, power loss, system malfunction and other such events, which are beyond Hospira’s control. Systems
interruptions could-reduce Hospira’s ability to manufacture its products, and could have a matertal adverse
effect on Hospira’s operations and financial performance. Integration of Hospira’s systems with Mayne
Pharma’s systems may increase the chance of systems interruptions. The level of Hospira’s protection and
disaster-recovery capability varies from site to site, and there can be no guarantee that any such plans, to
the extent they are in place, will be totally effective. - - . .

Hospira may continue to acquire other busmesses, license rights to technologies or products from third pames
or form alliances, which may not be.successful, ' .o

As part of Hospira’s business strategy, it may continue to pursue acquisitions of complementary -
businesses and technology licensing arrangements: Hospira also may pursue strategic alliances to expand
its product offerings and geographic presence. Hospira may:not identify or complete these transactions in a
timely manner, on a cost-effective basis or at all, and may not realize the expected benefits of any
acquisition, license arrangement or strategic alliance. Other companies, including those with substantially
greater financial and sales and marketing resources, may compete with Hospira for these strategic
opportunities. Further, if Hospira is successful in securing such opportunities, the products and
technologies that Hospira acquires may not be successful or may require significantly greater resources and
investments than originally anticipated. In addition, Hospira may enter markets in which it has no or
limited prior experience. :




Hospira conducts sales activity ouside of the United States and is subject to additional business risks that may
cause its sales and profitability to decline. - ) :

Because Hospira’s products are sold outside the United States, its business is subject to risks
associated with doing business internationally. In 2006, Hospira’s business derived $468.0 million, or 17%
of its net sales, from sales of products outside of the United States. With the acquisition of Mayne Pharma,
which derives a substantial majority of its revenues outside the United States, a significantly higher
percentage of sales will be generated outside the United States in 2007 and beyond. Hospira may continue
to pursue growth opportunities in sales of products outside the United States, which could expose Hosprra
to greater risks. The risks associated with Hosplra s operauons outside the United States mclude

.

. changes in medrcal relmbursernent pohcres and programs ,

« multiple regulatory requirements that are subject to change, whrch may delay or deter Hospira’s ]
international product commercialization efforts; -~ - - , B ‘

. ‘differing Iocal‘ product preferences and .product re_quir‘eme‘nts;

» fluctuations in forelgn currency exchange rates; e - TR ceo et

trade protectlon measures and 1mport or export Ilcensmg requ1rements . .

dlffrculty in establishing, staffing and managmg 1nternat|onal operatlons Co-

differing labor regulatlons

complying with U.S. regulations that apply to international operatrons mcludmg trade laws, the
"Foreign Corrupt Practices Act and anti-boycott laws, ‘ n

’ +
'

potentially negative consequences from changes rn‘tax laws;

el

.

., political and economic instability; and o . .
‘e dlmmrshed protection of intellectual property | in some countries outside of the United States.

Hosprra operates through distributors in many countries outsrde the United States. Its success wrll
depend on the efforts and performance of such distributors, which is beyond Hospira’s control. The
acquisition of Mayne Pharma will increase the dependence of the international business on the
performance of distributors. These risks could have a material adverse effect on Hospira’s ability to
dlstrlbute and sell its products in markets outside the United States and on Hosplra s profitability.

PR v
Hospira'is subject to healthcare fraud and abuse regulations that could result in szgmﬁcant Izabzhty and reqmre r
Hosplra to change its busmess practices and restrict its operations in the furure _ "

G .

Hosp1ra s mdustry is subject to various national, supranatlonal federal and state laws pertammg to
healthcare fraud and abuse, including anti-kickback and false claims laws. Violations of these laws are
punishabie by criminal and/or civil sarictions, including, in some instances, substantial fines, imprisonment
and exclusion from participation in national, federal and state healthcare programs; including Medicare,
Medicaid, and Veterans’ Administration health programs and health programs outside the United States.
These laws and regulations are broad in scope and ate-subject to evolving interpretations, which could
require Hospira to alter one or more of its sales or marketing practices. In addition, violations of these -
laws, or allegations of such violations, could disrupt Hospira’s business and result in a material adverse
effect on Hospira’s sales, profitability and financial condition.
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State and federal investigations and existing and future lawsuits relating to the alleged reporting of false or
misleading pricing information in connection with Medicare and Medicaid programs could have a material -
adverse effect on Hospira’s business, profitability and ﬁnancml condition.

Various state and federal agencies, including the U.S. Department of Justice and various state
attorneys general, are investigating a number of pharmaceutical companies, including Abbott, for allegedly
engaging in improper marketing and pricing practices with respect to certain Medicare- and Medicaid-
reimbursable products, including practices relating to average wholesale price (*“AWP”). These are civil
investigations that are seeking to identify the practices and determine whether those practices violated any
laws, including federal and state false claims acts, or constituted fraud in connection with the Medicare
and/or Medicaid reimbursement paid to third parties. In addition, Abbott is a defendant in a number of
purported class actions on behalf of individuals or entities, including healthcare insurers and other *
third-party payors, that allege generally that Abbott and numerous other pharmaceutical companies
reported false or misleading pricing information in connection with federal, state and private
reimbursement for certain drugs. Since the spin-off, Hospira has been named as a defendant in some of

" these suits, as further described in “Item 3. Legal Proceedings—Marketing and Pricing Cases.” Hospira’s
products are involved in these investigations and lawsuits. There may be additional investigations or.
lawsuits, or additional claims in existing investigations or lawsuits, initiated with respect to these matters in
the future. Hospira may be named as a subject or defendant in more of thése investigations or lawsuits.
Abbott will indemnify Hospira for liabilities associated with pending or future AWP investigations and
lawsuits only to the extent that they are of the same nature as the lawsuits and investigations that existed
against Abbott as of the spin-off date and relate to the sale of Hospira products prior to the spin-off.
Hospira will assume any other losses that may result from these investigations and lawsuits related to .
Hospira’s products Hospira has not established any reserves related to these matters, and Hospira: does
not currently belleve insurance coverage will be avallable for any resultmg losses

r

These mvcstlganons and lawsuits could result in changes to Hospnra s busmess practlces or pricing
policies, civil or criminal monetary damagcs penalties or fines, imprisonment and/or exclusion of-Hospira’s
products from participation in federal and state healthcare programs, in¢luding Medicare, Medicaid and
Veterans’ Administration health programs, any of which could have a material adverse effect on Hospira’s
business, profitability and financial condition. - ~ ! o !

Income taxes can have an unpredtcrable effect on Hosp:ra 's results of operattons and result in grearer- than:
anticipated liabilities. - e

Hospira is subject to income taxes in a variety of jurisdictions, and its tax structure is subject to review
by both domestic and foreign taxation authorities. Because Hospira’s income tax expense for any period
depends heavily on the mix of i income derived from the various taxing jurisdictions during that period,
which is inherently uncertain, its income tax expense and reported net income may fluctuate significantly,
and may be matenally different than forecasted

Hospira is the beneﬁcnary of tax exempuons in certain jurisdictions outsnde the United States ‘where a
portion of its income is sourced. These tax exemptions have a significant impact on reducing Hospira’s
overall effective tax rate. If Hospira is unable to maintain these tax exemptions, Hospira’s future
profitability may be reduced. Changes in laws or governmental policies can affect the availability of these
exemptions,

' +

Significant judgment is required in determining the provision for income taxes and in evaluating tax
positions that are subject to audits and adjustments. Reserves are established when, despite Hospira’s
belief that the tax return positions are fully supportable, positions taken by Hospira are likely to be
challenged based on the applicable tax authority’s determination of the positions. Although Hospira
believes its tax provisions and reserves are reasonable, the ultimate tax outcome may differ from the
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amounts recorded in its financial statements'and may materlally affect-its f1nanc1al results in.the period or
periods for which such detennmatton is made: -+ - . .
' ) E ot T ki

Hospira may incur product habthty losses and insurance coverage could be inadeguate or unavazlable to cover.
these losses.” . -0 L v T : :

Hospira’s business is subject to potential product llablhty risks that are inherent in the de51gn
development, manufacture and ‘marketing of drugs and medical devices arid products. In the ordinary
course of business, Hosplra is the subject of product liability claims and lawsuits alleging that its products .
have resulted or coild result in an unsafe condition or injury to patients. Product Liability claims and
lawsuits, safety alerts or product-recalls, regardless of their ultimate outcome, could have a material
adverse effect on Hospira’s business and reputation and on its ability to.attract and retain customers:

Hospira is responsﬂ)le for all liabilities, mcludmg liabilities for clalms and lawsults related to 1ts
business, whether they arose before or after the spin- off other than certam llabrhtles relating to al]egatlons
that it engaged in improper marketlng and pricing practlces in conneétion with federal state ‘or private
reimbursement for its products. As part of Hospira’s risk management pollcy, Hospira carries third-party
product liability insurance coverage, which includes a substantial retention Or deductible that provides that
Hospira will not receive insurance proceeds until the losses incurred exceed the amount of that retention
or deductible. To the extent that any losses are within these retentions or deductibles, Hospira will be
responsible for the administration and payment of these losses. Product liability claims in excess of °
applicable i insurance could have a materlal adverse effect on Hospira’s profltablhty and fmancral condition.

If Hospira is unable to protect its intellectual propertj) rights its business and prospects could be harmed.

Hospira relies on trade secrets; conﬁdennahty agreements, continuing technological innovation and
in some cases, patent, trademark and service mark protection to preserve its competitive position. A failure
to protect Hospira’s intellectual property could harm its business and prospects, and its efforts to protect
its proprietary rights may not be adequate

Most-of Hospira’s products are not protected by patents or other propnetary rlghts and have limited
or no market exclusivity. Patent filings by third parties could render Hospira’s intellectual property less
valuable. In addition, intellectual property rights may be unavailable or limited in certam countries outside
the United States, which could make it casier for competitors to capture market position. Competitors may
also harm sales of Hospira’s products by designing products that mirror the capabilities of those products.
or technology without infringing Hospira’s intellectual property rights. If Hosplra does not obtain sufficient
international protection for its intellectual property, Hospira's competitiveness in mternanonal markets
could be 1mpalred which could limit its growth and future sales. =

vt

~

If Hospira mﬁmges the mtellectuai property rights of third parties, Hospira may face legal actmn, increased costs
and delays in marketing new products Co . . : .

Hospira seeks to launch generlc pharmaceutlcal products either where patent protectton ‘of equlvalent
branded products has expired, where patents have been declared invalid or.where products do not 1nfrmge
the patents of others. To achieve a “first-to-market” position for generic pharrnaceutlcal products ‘Hospira
may take action, such as litigation, to seek to assert that its products do not infringe patents of existing
products or that those patents arée mvalld or unenforceable These actlons ‘may result in mcreased
litigation, which could be costly and time consuming, and which 1 may not be successful. Hospira and Mayne
Pharma have made abbreviated new drug applications and certifications (known as “paragraph IV o
certifications”) that the relevant patents for existing products would not be infringed by a Hospira or
Mayne Pharma product, or were invalid or enforceable,.in thé United States and equivalent filingsin . -
Canada: Claimsfiled by innovators challenging these paragraph v certlflcatrons may delay or prevent'the .
launch of the relevant products andresult in additional costs. ... . LT SR
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Third parties may claim that Hospira’s products are infringing their intellectual property rights: -
Claims-of intellectual property infringement could be costly and time-consuming and might require
Hospira to enter into costly royalty or license agreements, if Hospira is able to obtain royalty or license
agreements on acceptable terms or at all. Hospira also may be subject to significant damages or an
injunction preventing it from manufacturing, selling or using some of its products in the event of a
successful claim of patent or other intellectual property infringement. Any of these adverse consequences
could have a material adverse effect on Hospira’s profitability and financial condition,

Hospira has outsmndmg stock opttons whtch may dilute the ownersth of ifs extstmg Shareholders.

As of December 31,2006, Hosprra had approximately 13.6 million outstanding stock options and the
ability to award approximately 10.0 million additional share-based awards under its equity compensation
plan. As of December 31, 2006, Hosplra s outstanding option awards had a weighted average exercise price
of $32 52, which was below the market price of Hospira’s stock at that time. Exercises of stock options at a
price below the market pnce of Hosp1ra s stock will ditute the ownership mterest of existing shareholders
Item 1B. Unresolved Staﬂ‘ Cornm’ents - ‘ ‘

+None. : . : Vo e

Item 2. Properties . -~ A ‘ . D
The locations and uses of Hospira’s principal manufacturirig, ddministrative, and research and
development properties as of IDeEemberr_3l, 2006 are as follows: _
~ Location ) Use Owned/Leased

"Adelaide, South-Australia, Australia . ....... Manufacturmg/Research " Owned
o a ' and ‘Development o
- Ashland;OH. ... o b L Manufacturing = * ‘'~ Owned
Austin, TX. .o Manufacturing "' Owned"
Buffalo, NY............. e e Manufacturing © Owned
Clayton, NC :.............. e o Manufacturing . Owned
. Finisklin, Sllgo Ireland . ool e .+ Manufacturing Leased
La Aurora, Costa R_rea, N seeee o, ;. Manufacturing . ‘ Owned
Lake Forest, IL. ... . ey R e . Corporate Headquarters ) Owned
Lake Forest, IL........... e peees .y Administration o vLeased -,
Lake Forest,IL............ e Research ang Development Owned .
Liscate, Italy . ..................ooii . R Manu_facturlng . Owned
McPherson, KS..............cooooi L, Manufacturing Owned
Montreal, Quebec Canada. ....... AR BN . -Manufacturing . : Leased
Morgan HilLCA ......................... Manufacturing .Owned
North Chicago, IL .. ... [P FRPT P _ Manufacturing Leased
""‘Rocky Mount; NC........0....0......0.. " Manufacturing ’ Owned
'"San Crrstobal Dornm1can Republic .. '.*. — ‘ Manufacturing "~ Owned’

4

“The North Chicago, Tllinois lease between Abbott and Hospira expires in 2014; the Montreal, Canada
lease exp1res in 2{)08 the Lake Forest Illmots lease ¢ expn‘es in 2016; and the thsklm Sligo, Ireland lease
expifes in 2013

e - v . 1 [

Hospira closed its Donegal Ireland facrhty in late 2{]{)6 Hosplra expects to close the Ashland facrltty
later in 2007 and the Montreal facility by the first half of 2008. Hospira expects to phase out production at
the North Chicago facility on an accelerated time frame; with-most of the phase-out occurring by early:
2010. Production of the primary products at these facilities is expected to-move to other Hospira facilities
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and/or be outsourced to third-party suppliers. In 2006, Hospira began a $60 million expansion of
manufacturing capacity at the McPherson fac1llty, in part to accommodate some of the production from
the North Chicago facility.

Hospira believes that its facilities and equipment are in good operating condition and are well
malntamed Hospira bcheves that it has adequate capacity to meet its current business needs.

The locations of Mayne Pharma’s principal manufacturing facilities as of December 31, 2006 are as
follows:

Location Ovwned/Leased
Aguadilla, PuertoRico................ e e , - Leased
Boulder, Colorado. ......... D N S Owned
Mulgrave, Victoria, Australia ........ ..ol e Owned | .
Salisbury, South Australia, Australia ........... ...l . Owned
Wasserburg, Germany. .......ouie it . Owned

Mayne Pharma has a joint venture with Zydus Cadila, an Indian pharmaceutical company, which is
constructing a manufacturing facility in India to produce injectable drugs and process active
pharmaceutical ingredients. :

Item 3. I;egél Proceedings' o o

In addition to the litigation described below, additional legal proceedings may occur that may result in
a change in estimated reserves recorded by Hospira. It is not possible to predict the outcome of legal
proceedings with certainty and their ultimate disposition may have a material adverse effect on Hospira’s
financial position, cash flows, or results of operations.

Marketing and Pricing Cases

Various state and federal agencies, inc!uding the U.S. Department of Justice and various state
attorneys general, are investigating a number of pharmaceutical compames including Abbott, for allegedly’
engaging in improper marketing and pricing practices with respect to ceftain Medicare- and Medicaid-
reimbursable products, including practices relating'to average wholesale price (“AWP”). These are civil
investigations that are seeking to ideritify the practices and determine whether those practices violated any
laws, including federal and state false claims acts, or constituted fraud in connection with the Medicare
and/or Medicaid reimbursemeént paid to third parties. In addition, Abbott is a defendant in a number of |
purported class actions on behalf of individuals or éntities, including healthcare insurers and other third-
party payors, that allege generally that Abbott and numerous other pharmaceutical companies reported
false or misleading pricing information in connection with federal, state and private reimbursement for
certain drugs. Many of the products involved in these investigations and lawsuits are Hospira products.
Hospira is cooperating with the authorities in these investigations. There may be additional investigations
or lawsuits, or additional claims in the existing investigations or lawsuits, initiated with respect to these
matters in the future. Hospira cannot be certain that it will not be named as a subject or defendant in these
investigations or lawsuits. Hospira is a named defendant in two such lawsuits: The State of Texas ex rel. Ven-
A-Care of the Florida Keys, Inc. v. Abbott Laboratories Inc., Hospira, Inc., B. Braun Medical Inc. and Baxter
Healthcare Corporation, Case No. GV401286, pending in the District Court of Travis County, Texas and
State of Hawaii v. Abbott Laboratories, Inc., et al.,Case No. 06-1-0720-04, pending in the Circuit Court of -
the First Circuit, Hawaii. Hospira has been dismissed as a defendant in the case, United States of America
ex rel. Ven-A-Care of the Florida Keys, Inc. v. Abbott Laboratories, Inc., et al Case No. 95-1354, pending in
the United States District Court for the Southern District of Florida. Abbott will indemnify Hospira for
liabilities associated with pending or future AWP investigations and lawsuits only to the extent that they
are of the same nature as the lawsuits and investigations that existed against Abbott as of the spin-off date
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and relate (o the sale of Hospira products prior to the spin-off. Hospira will assume any other losses that
may.result from these investigations and lawsuits related to Hospira’s products, including any losses
associated with post-spin-off activities. These investigations and lawsuits could result in changes to
Hospira’s business practices or pricing policies, civil or criminal monetary damages, penalties or fines,
imprisonment and/or exclusion of Hospira products from participation in federal and state healthcare
programs, including Medicare, Medicaid and Veterans’ Administration health programs, any of which
could have a material adverse effect on its business, profitability and financial condition. -

ERISA Litigation

Hospira has been named as a defendant in a lawsuit alleging generally that the spin-off of Hospira
from Abbott Laboratories interfered with employee benefits in violation of the Employee Retirement '
Security Act of 1974 (“ERISA”), The lawsuit was filed on November 8, 2004 in the United States District
Court for the Northern District of Illinois, and is captioned: Myla Nauman, Jane Roller and Michael
Loughery v. Abboit Laboratories and Hospira, Inc. On November 18, 2005, the complaint was amended to
assert an additional claim against Abbott and Hospira for breach of fiduciary duty under ERISA. Hospira
has been dismissed as a'defendant with respect to the new fiduciary duty claim. By Order dated
December 30, 2005, the Court granted class action status to the lawsuit. The new claim in the amended *
complaint is not subject to the class certification ruling. As to the sole claim against Hospira in the original
complaint, the court certified a class defined as: “all employees of Abbott who were participants in the
Abbott Benefit Plans and whose employment with Abbott was terminated between August 22, 2003 and
April 30, 2004, as a result of the spin-off of the HPD/creation of Hospira announced by Abbotton |
August 22, 2003, and who were eligible for retirement under the Abbott Benefit Plans on the date of their
terminations.” Hospira denies all material allegations asserted against it in the complaint.

Retractable Technologies

On August 12, 2005, Retractable Technologies, Inc. (“RTI”) filed a lawsuit against Abbott
Laboratories, Inc. alleging breach of contract and fraud in connection with a National Marketing and
Distribution Agrcement (“Agreement”) between Abbott and RTI signed in May 2000. Retractable
Techno[ogies Inc. v. Abbott Laboratories, Inc., Case No. 505CV157, pending in U.S. District Court for the
Eastern District of Texas RTI purported to terminate the contract for breach in 2003. The lawsuit alleges
that Abbott misled RTI and breached the Agreement in connectlon with Abbott’s marketing efforts. RTI
seeks unspecnfled monetary damages as well as punitive damages Hospira has condltlonally agreed to
defend and indemnify Abbott in connectlon with this lawsuit, which involves a contract carried out by
Abbott’s former Hospital Products D:vmon Abbott denies all material allegations in the complaint..
Addlt[Ol‘ldlly, Abbott maintains that the dtsputc must be resoived by arbitration, in accordance with the
terms of the Agreement Abbott intends to pursue claims against RTI for breach of the Agreement in
arbitration or in federal court. Hosplra is entitfed, pursuant to its agreements with Abbott to any amounts
recovered due to RTT’s breach of the Agreement.

Item-4, Submission of Matters to a Vote of Se.cﬁri’ty Holders

None.. PR o ol o
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PART II

i [

oo

1

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities o . .

Market for Common Stock

’ t

[}

Hospira’s common stock is listed and traded on the New York Stock Exchange under the symbol
“HSP.” The following table sets forth the high and low closing prices for Hospira’s common stack on the
New York Stock Exchange for each period indicated.

Ny e

As'of December 31, 2006, I—Iosplra had apprommately 43,600 shareholders of record. Hosplra Has not

i Market Price Per Share
: g 7006 2005
"For the quarter ended: - . " _High Low ‘- High ~ Low ‘
March31......... e ... $4763 $39.10 $33.08 $2845
June30 ...l s 45.13 36.94 3961 31.92
September30. .. i 4388 3435 4152 3735 '
December31 ......... ..., e 38.64 31 17 44 88 38 0] .

i

paid dividends on its common stock.

T, , T

Equity Compensation Plan Information

ot

S o

.

T
v '

.

The following table gives information, as of December 31, 2006, about Hospira’s comimon stock that
may be issued upon the exercise of options and other equity awards under the Hospifa 2004 Long-Term
Stock Incentive Plan, which is the only equity compensatlon plan pursiiant to which Hospira’s equity
securities are authorized for issuance.

Number of securities

- Weighted-average
exercise price of

Nuntber of securities
remaining available
for future issuance

to be issued upon outstanding under equity
exercise of options, compensation plans
outstanding options, warrants and (excluding securities
warrants and rights rights reflected in the first
Plan Category (#) (&) column) (#)
Equity compensation plans approved by security , .
holders.......iei 13,569,466 $32.52 9,967,489
Equity compensation plans not approved by
security holders, .. ... oot — — —
Total. ..o e - 13,569,466 $32.52 9,967,489
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Issuer Purchases of Equity Securities

The following table gives information‘on a monthly basis regarding purchases made by Hosplra of 1ts
common stock during the fourth quarter of 2006.

Totai : n S
Lo B ‘ . Number of )
e i ' . 2 i v LN} ShaI"ES T 14 .
RO . S . .....Purchased as, ., Maximum Number '
Part of . {or Approximate Dollar
K S .- Publicly -~ Value) of Shares that
Average Announced May Yet be Purchased
v Total Number of Price Paid Plans or Under the Plans or
Period ' Shares Purchased(l)  per Share Programs Programs(2)
October 1 - October 31 2006........ "t 12,179 $37.63 — v .. $100,233,606
November 1 - November 30, 2006: K - 5,629 | $35.01 — $100,233,606
December 1 - December 31, 2006. 17,774 $33.37 - . $100,233,606
— -$ 100,233,606

Total......vvvn. .. T . 35,582 $35.00

(1) These shares’ represent the shares deemed surrendered to Hospira to pay the exercise prace and satlsfy

~ fax- wnhholdmg obligations in connection with the exermse of employee stock options, oty

{2) In February 2006, Hosplra S board of directors authorized the repurchase of up to $400 million of '
Hospira’s common stock in accordance with Rule 10b-18 under the Securities Exchange Act of 1934.
The repurchase of shares commenced in early March 2006. As of Dedémber 31, 2006, Hosplra o
« purchased.7,584,400 shares for $299.8 million. Because Hospira must-dedicate a substantial portion of
its cash to servicing debt and integrating Mayne Pharma into its operatlons, Hospira does not expect
to continue repurchasing shares for the foreseeable future e R
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Performance Graph

The following graph compares the performance of Hospira common stock for the periods lndlcated
with the performance of the S&P 500'Stock Index and the S&P Health Care Index. :

Comparison of Cumulative Total Return
. . K H - ] 1 .
$150 ) - L S K v,

$160 o
$140 {

$120

$100
$80 -
. R

8§20 A

SU - 1 - 1 | )
‘May 3, 2004 Decembaer 31, 2004 December 31, 2005 December 31, 2006
o e . . (I L L 4". . .

o —+H&—Hospiralne ' -_ —A— -S'& P 500 ---®---5 & P Health Care

"' Assumes $100 was invested on May 3, 2004 (the first date Hospira common stock was traded on the
New York Stock Exchange) in Hospira common stock and each index. Values are as of the close of the-
U.S. stock markets on December 31, 2004, 2005 and 2006, and assume dividends are reinvested. No cash -
dividends have been declared or paid on Hospira common stock. Returns over the indicated period may
not be mdlcatlve of future returns.
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Item 6. Seiected Financial Data

The following table sets forth Hospira’s selected financial information derived from its audited
consolidated financial statements as of,.and for the years ended, December 31, 2006, 2005, 2004, 2003 and
2002.

For all periods prior to April 30, 2004, the date of Hospira’s spin-off from Abbott, Hospira operated
as a part of Abbott. Hospira’s consolidated financial statements for the year ended December 31, 2004,
reflect Hospira’s operations as a separate, stand-alone entity subsequent to the spin-off combined with the
historical operations of Hospira when it operated as part of Abbott prior to the spin-off. The historical
financial information presented is not indicative of the results of operations or financial position that
would have been obtained if Hospira had been an independent company during all periods shown or of
future performance as an independent company.

The selected financial information should be read in conjunction with “Item 7. Management’s
Discussion and Analysis of Financial Condition and Results of Operanons and Hospira’s andited
financial statements included in Item 8.

For the Years Ended December 31,
2006 2005 2004 2003 . 2002

(in thousands, except per share amounts)
Statements of Income Data: o
Netsales. ....... e e $2,688,505 $2,626,696 $2,645,036 $2,623,737 $2,602,550

Grossprofit..........ooviiiainn, 939,243 849,056 786,601 701,051 719,373
Income from operations(1} ......... 339,584 336,615 427650 360375 l 378,197
Income before taxes{(1) ............. 324,697 322,075 411,520 359,121 . I352,426
Netincome ....................... 3 237,679 § 235638 § 301,552 § 260,363 § 246,698
Earnings per common share oo
Basic.............. ... e, % 151 §- 148 § 193 § 1.67 § 1.58
Diluted......................... $ 148 % 146 § 192§ 167 § 158

Weighted average commonshares

outstanding (in thousands) ' z .
Basic(Z) ...l 157,368 159,275 156,187 156,043 156,043
Diluted(2) ...t 160,424 161,634 157,160 156,043 156,043

(1} Includes post-retitement medical and dental curtailment benefit of $64.6 million in 2004.

(2) For periods prior to April 30, 2004, basic and diluted earnings per share are computed using the
number of shares of Hospira common stock outstanding on April 30, 2004, the date on which the
Hospira common stock was distributed to the shareholders of Abbott in connection with the spin-off.

December 31,
2006 2005 2004 2003 2002
(in thousands)
Balance Sheet Data:
Totalassets .......oovivinnnnnn.. $2,847,587 . $2,789,182 $2,342,790 $2,250,163 $2,153,854
Long-termdebt.................. $ 702,044 $ 695285 $ 698,841 $ — 3 —
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
Overview B

_ Hosplra is a global spee1alty pharmaceutical and medlcatton del1very company that is focused on
products that improve the product1v1ty, safety and eff1cacy of panent care. Hospira is a leader in the
development, manufacture and marketing of specialty injectable pharmaceuticals and medication del1very
systems that dehver drugs and intravenous (1.V.) fluids. Hospira is also a leading provider of contract.+
manufacturmg services to pharmaceutical and biotechnology companies for formulation development, .
filling and finishing of, 1n]ectable pharmaceuticals. Hospira’s broad portfolio of. products is used by -
hospitals and alternate site providers, such as clinics, home healthcare provrders and long-term care
facilities., . ~ ... P R U R A ORI

TransrttonfromAbbott ey e oo o v

d

Hospira becamé a separate publrc company on April 30, 2004, when it Was spun off from Abbott.
References to the historical assets, liabilities, products, businesses or ‘activities of Hospira prior to the spin-
off are generally intended to refer to the historical assets, liabilities, products businesses or activities of
Hospira’s business as 1t was eonducted as part of Abbott prior | to, the spin- -off. Hospira’s consolidated-
financial statements for the year ended December 31, 2004 reﬂect Hosprra s operatrons as a separate,
stand-alone entrty subsequent to the spin-off, combmed wrth the historical.operations of Hosp1ra when it
operated as part of Abbott prior to the spin- “off. The fmancral mformatlon in the fmancral statements
included in this annual report does not include all the expenses that would have been rncurred nor does it ]
reflect Hosplra s results of operatlons f1nancral position and cash flows, had Hosprra been a stand alone
company for all of 2004. S , P y . .

The two-year period after the spin-off-was a transition period durmg which Hospira built its own
corporate and international infrastructure and completed its separation from Abbott. From 2004 to 20006,
Hospira incurred increased CXpENSes year over year as a result of establlshmg and operating independent
corporate functlons operdtmg, mamtammg and)supportmg information technology systems; and operatmg
lnternauonally on a stand- -alone basis. From 2004 to 2006, Hospira also (mcurred expenses on a non-
recurrmg, transitional basrs as a resilt of the spini-off, including expenses relatmg to the establlshment of
new facilities, the build- out of mdependent mformat1on technology systéms, and product regrstratton and”
re- labelmg Hospira mcurred $32. 4 million of these costs in 2004 $46.0 million in 2005 and $35.0 mrllron in ‘
2006. Hospira does not expect to incur these non recurrmg, transrtlonal expenses in future per1ods

d LA 1
PR .

“Under the terms of the spin-off, the legal title,to certain assets and operatlons relatmg to Hosplra s
business outside the United States were transferred from  Abbott over the two-year period after the spin-
off. These transfers were.completed during 2006, Hospira paid $116.7 million in 2005-and $126.2 million
in 2006 to acquire these assets. These transfers were completed durmg 2006 and Hosptra has no further
related oblrgatlons 1o Abbott going forward e DA . - N

“Hospira and Abbott entered 1nto vartous manufacture and supply agreements prior to the spm—off .
under which Hosplra supplted certam products to ‘Abbott that it manufactured prior to the spin-oft. These _
agreements had an initial two- -year term (or1g1nally scheduled to expire in' April 2006), subject to being’
extended by Abbott for an additional two-year term under substantially similar contractual provisions.

Some of these agreements terminated in 2006, resulting in lower sales to Abbott during 2006.-Sales to
Abbott are expected to continue to decline in-2007,,

e, e . - o

e RS
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Cost-Reduction Activities S e o S .

As part of its strategy to improve margins and cash flows, beginning in 2005, Hospira has taken a
number of actions to reduce operating costs and optimize its manufacturing capabilities and capacity,
Expenditures relating to these actlvmes are not 1ncluded in the transmon activities discussed above.

In May 2003, to reduce its costs to produce critical care products, Hospira completed a sirategic
manufacturing, commercialization and development agreement with ICU Medical and sold its Salt Lake
City manufacturing facility and related equipment and inventory to ICU Medical. In connection with these’
transactions, during 2005, Hospira recorded an impairment charge of $2.4 million and a loss of
$13.4 million, which was Hospira’s best estimate of the cost of certain obligations that Hospira was
required to reimburse to ICU Medical over the 24-month period after closing. Both the impairment and
the loss related to obligations assumed were recorded in cost of products sold. During 2006, Hospira
reduced its liability by $6.8 million due to a change in ICU Medical’s strategy for the manufacturing facility
that reduced Hospira’s related obligation. For further details regarding the financial impact of these
transactions, see Note 2 to the consolidated fmancnal statements mcluded in Item 8.

In August 2005, Hospira announced plans to close its medical device manufacturing plant in Donegal,
Ireland. Hospira closed the facﬂlty fate in 2006. Products produced at thie Donegal plant have been moved
to Hospira facilities primarily in Costa Rica and the Dominican Republic. At the time of the
announcement, Hospira expected to incur $30 million to $40 million of pre-tax charges relating to the plant
closure. During 2005 and 2006, Hospira incurred $8.5 million and $21.9 million of these charges,
respectively, which are reported in cost of products sold. The costs consist primarily of severance and other
employee benefit costs, additional depreciation resulting from the décreaséd uséful lives of the building
and certain equipment, and other exit costs. Hospira expects to generate cost savings relatmg to this
activity beginning in 2007. For further details regarding the financial. lmpact of this plant closure, see
Note 4 to the consolidated financial statements included in Item 8. . .

.In February 2006, Hospira announced plans to close its plants in Ashland Ohlo and Montreal,‘ _
Canada aver the subsequent 18 to 28 months, respecuvely, and also pr0v1ded a timelihe for phasing out
production ata facility.in Abbott Laboratories’ North- Chicago, Tilinois campus, where it has leased space
from its former parent company since the spm -off in AprnI 2004, Hosplra intends to transition out of this .
facility in advance of the lease’s expiration in 2014, with a majority of the product transfers occurring over
the four years following the ‘announcement. Hospira will transfer producnon of the prlmary products from
these facilities to other Hospira facilities and will outsource certain product components to third-party
suppliers. The aggregate charges that Hospira'will incur related to the plant closings are expected to be in
the range of approximately $95 million to'$110 million on a pre-tax.basis, of which approximately
$45 million to $55 million are expected to be reported as restructuring charges. The restructuring costs
consist primarily of costs related to severance and other employee benefit costs, additional depreciation:
resulting from the decreased useful lives of the buildings and certain equipment, and other exit costs. The
remaining charges relate to the relocation of production. During 2006, Hospira incurred $21.7 million of
restructuring charges, which are recorded in cost of products sold. For further details regarding the
financtal impact of this plant closure, see Note 4 to the consolldated financial, statements included in
Item 8.

These cost-reduction activities involvé risks and uncertainties as relocating or outsourcing production
is a complex process. Hospira may incur more charges than estimated and may not realize the.expected -
cost savings on its planned time frame or at all. See “Item 1A. Risk Factors--Risks Relating to Hospira’s
Business and Industry—Hospira’s cost-reduction activities have resulted in significant charges. These
activities may disrupt Hospira’s business and may not result in the intended cost savings.”
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Acquisition of Mayne Pharma Limited . -

On February 2, 2007, Hospira acquired Mayne Pharma Limited (“Mayne Pharma”), an Australia-
based specialty injectable pharmaceutlcal company listed 6n the Australian Stock Exchange, for =
approximately $2.0 billion'in cash.'As Mayne Pharma has' strong market positions in Europe and Alstralia
and a significant commercial infrastructure outside the United States the acquisition is expected to
substantially increase Hospira’s international preseiice. The aCC]UlSlIlOH is also expected to broaden
Hospira’s specnalty mjectable pharmaceutlcals product hne ' '

The results of operations of Mayne Pharma will be mcluded in Hospira's. results for periods on and
after February 2, 2007. In connection with the closing of the acquisition, in 2007, Hospira will incur non-
cash charges relating to purchase accounting, including a write-off of in-process research and development ;
and a write-up of inventory. Hospira will also record intangible assets which will be amortized over their
useful lives. For the two-year period followmg the closing, Hospira expects to incur apprommately $95
million to $110 lTlllllOl'l of costs relatmg to the integration of Mayne Pharma the substantlal majority of
which will be in cash '

Hospira borrowed appronmately $1.9 bllhon under a one-year bndge loan facility and a three- year
term loan facility, and used apprommately $120 million of cash.on hand, to finance the acquisition, and as -
of the.closing,-had approximately $2.6,billion of total debt. Hospira expects to refinance the borrowings
under the bridge loan through the sale of long-term debt securities during 2007. On an ongoing basis,
Hospira will incur significantly greater interest expense than it incurred in prior periods,-and will be
required to dedicate a substantial portion of its cash flow to servicing its debt. Please refer to “Liquidity

and Capital Resources—Debt and Capltal” ‘ater i in this liem 7 for further details.

" The acqmsmon of Mayne Pharma is sub]ect to various risks and uncertainties, including risks relating
to the integration of Mayne Pharma and risks relating to our incurring substantial indebiedness in
connection with the acquisition and the need to refinance the indebtedness. Please see “Item 1A. Risk

Factors—Risks Relatmg to the Mayne Pharma Acqulsltlon and Related Transactlons .

i ' -

Other Fi actors

o . . T

Manufacturing and Quality. Hosplra 5 ablilty to manufacture and sell: hlgh-quallty, low-cost products
in compliance with regulatory reqmrements is an important factor to the success of its business. Hospira
must comply with regulations governing the design, manufacture, marketing and sale of its products,
including requirements relating to quality control and quality assurance, and must incur expense, time and
effort to ensure compliance with the complex regulatlons Hosplra must also maintain continuity of supply
of raw materials that comply with applicable regulatory requirements. Its business is subject to risks of
manufacturing and supply interruptions, and product quality issues, which can lead to product recalls or
field actions. Hospira did not experience significant manufacturing or raw mat@nal supply interruptions
during the periods presented in this report. |

W C . b L

Hospira has recalled, and/or conducted field alerts relatmg to, certain of its products from time to
time. While theése activities can’lead to costs to repair or replace affected products and temporary
interruptions in product sales, and can impact reported results of operations in the applicable period,
Hospira does not believe that theseiactmtles had a material adverse effect on its business or results of
operations during the periods presented in this report.

Product Developrent. Hosplra views investment in research and development as an lmportant drivér
of sales growth over the longer term. To successfully execute its product development strategy, Hospira
must continue to develop cost-competitive products and enhancements that satisfy customer needs,
introduce products on a timely basis and successfully market those products. As a part of this strategy,
Hospira will also need to identify, and successfully manage, strategic alliances and collaborative
arrangements.,
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Hospira believes that the ability to grow sales in the specialty injectable. pharmaceutical product line
will be driven primarily by its ability to launch new generic drug products on a timely basis. Generally, the
price and sales volume of 2 generic drug tend to decline as more competitors enter the market for that
particular drug. However, new product launches can offset declines from other portfoho products and
generate growth. 1f a company.can be “first to market,” such that the branded drug is the only other
competition for a period of time, higher levels of sales and proﬁtabt]:ty can be achieved. Timely, efficient .
research and development capabilities and expertlse in legal and regulatory matters wrll be requlred o be
successful in executing a “first to market” strategy. Over the longer term, Hospira views biosimilar
products as an important opportunity. In 2006, Hospira invested:in biosimilar product development
throtigh its collaboration with STADA,; under which it made a-$21.7 million upfront payment and 1ts $17 1
million acqmsmon of BresaGen Limited. - - o

A key component to the product development strategy for medlcatlon management systems has been |
the development and offering of newer-technology drug delivery pumps and related products and services.
Hospira expects to achieve sales growth in part due to increased sales of thesé newer technology products. '
Hospira believes that the features and functionality offered by these products position it to achieve such
growth over the long-term. As a result, Hospira is aggressively competing to upgrade its current customer
base as well as to capture competitive business. Because of changes'in technology, it may-take more time
and effort to sell and implement newer-technology products 1o its customers. Hospira also expects intense
competition for existing and potential customers from other competitors. The tlmmg and amount of
purchases made by customers cannot be predicted with certainty: .t

Hospira’s ability to execute on its product development efforts is SubJECt to various r1sks and
uncertainties described in “Item 1A. Risk Factors,” mcludmg the ablllty to tlmely launch new products and
enhancements, the ability to successfully manage collaborative arrangements actions of competitors and
acceptance by customers. . P P

1

Contract Manufacturing. Hospira's contract manufacturmg product Jine has received lower -
forecasted 2007 volumes from existing custoniers. In addition, Certain drugs being manufacturéed by
Hospira under contract have lost patent protection, which results in lower demand for Hospira’s contract
manufacturing services. These factors are expected to negatively impact Hospira’s contract manufacturing
product line sales by approximately $50 million. Hospira expects to offset a small portion of this loss
through new contracts or volume under other contracts,-and expects substantially lower contract

manufacturing sales during 2007. : - , Lo . o

GFO Contracts.  The ability to maintain GPO contracts is an important factor for Hospira to
generate sales. Approximately 50% of Hospira’s net sales are made through'thése contracts. Typically,
these contracts cover a portion of Hospira’s product lines, specify the prices for Hospira’s products, and
are effective for three to five years. Generally, the contracts are extended or compétitively bid prior to
contract expiration. In any year, a portion of the varidus contracts Hospira has with GPO’s expire. While
Hospira expects to maintain its business with the GPO’s and has been able to maintain its base business
under its GPO contracts during the periods covered by this report, if Hospira is unable to renew or
renggotiate any 51gmf cant GPO contracts in the future, its ablllt)’ to sell products and its profitability may
be harmed., . , | .

Share Repurchase. In February 2006, I—I()spira’s board of director’s approved a:3$400 million sha’re
repurchase program. As of December 31, 2006, Hospira purchased 7,584,400 shares for $299.8 million.
Because Hospira must dedicate a substantial portion of its cash to servicing debt and integrating Mayne
Pharma into its operations, Hospira does not expect to continue repurchasing shares for the foreseeable
future.
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Critical Accounting Policiess =~ - = . ;

Critical accounting policies are those polrcres that requn'e management to make the most difficult,

_ subjective or complex judgments, often because - they’ must estimate the effectsof matters that are

inherently uncertain and may change in subsequent perlods Critical accounting policies involve judgments
and uncertalntres that are sufficiently sensitive to result in materially different results under different
assumptions and conditions. Hospira believes its most critical accounting policies are those described
below. For a detailed discussion of these and other accounting policies, see Note 11 to the consolldated
financial statements. ‘ oo e

Revenue Recognition-—Hospira recognizes revenues from product sales when persuasive evidence of
an.arrangement exists; delivery has occurred, the price is fixed and determinable, and collectibility is
reasonably assured. For other than certain drug delivery pumps and injectable pharmaceutical contract
manufacturing, product revenue is recognized when products are delivered to.customers and title passes. -
In certain circumstancés, Hospira enters into arrangements in which it provides multiple elements to its
customers. In these cases, total revenue is divided among the separate units of accounting (deliverables)

~ based on their relative fair value and is recognized for each deliverable in accordance with the applicable

revenue recognition criteria. The recognltron of revenue is delayed if there are significant post -delivery
oblrgatrons such as installation or customer acceptance.

“For drug delivery pumps, revenue is typically derived under one of three types of arrangements d
outright sales of the drug delivery pump; placements under lease arrangements; and placéments under
contracts that include associated disposable set.;purchases. For lease agreements under which Hospira’s
warranty obligation extends through the entire term are accounted for as Operating leases. For these,
Hospira recognizes revenue over the lease term, which averages five years: For leases under which,
Hospira’s warranty obligation is limited-to approximately one year, Hospira accounts for these as sales-type
leases, under which the discounted sales value of the drug delivery pump is recorded as revenue upon
placement with the customer. Hospira has contractual arrangements with certain customers whereby it
places drug delivery pumps at customer sites, and the customers agree to purchase minimum levels of
disposable products (sets) that are used with the pumps: These arrangements do not include any upfront
fees or payments. The contractual arrangements generally set forth fixed prices for the purchases of the
disposable producfs -where the prices for the disposables do not change over the term of the arrangement,

other than, in some cases, for changes in Consumer Price Index provisions. Title for the pumps is retained
by Hospira throughout these arrangements, and the related asset is deprecrared over, its estimated useful
life on a straight-line basis. In these placement arrangements, revenue is recogmzed as the drsposable
products are delivered, in accordance with SFAS No. 48, “Revenue Recognmon when Right of Return
Exists,” and SAB No 104 “Revenue Recogmtlon :

Hosprra markets a server- based suite 'of software appllcanons desrgned to. connect data from a
hospital’s drug information lrbrary to drug delivery pumps throughout the hospital. The arrangements
related to such applications typically include a perpetual software license, software malntenance and |
implementation services. Hospira recognizes revenue related to these arrangements in accordance with the
provisions of Statement of Position (SOP) 97-2, “Software Revenue Recognition,” as amended. Software
license revenue and 1mplementat10n service revenue are generally recognlzed upoen completlon of related.
obhganons or customer acceptance and software maintenance revenue is recognlzed ratably over the. -
contract period. . . _ : : : e .

L .
In]ectable pharmaceutlcal contract manufacturrng involves filling customers’ active pharmaceutlcal
ingredients (“API”) into delivery systems. Under these arrangements, customers’ API is often consigned to
Hospira and revenue is recorded for the materials and labor provided by Hosplra plus a proflt upon,
shipment to the customer. . . .o S

i . ll
Upon recognizing revenue from a sale, Hospira records an estimate for certain items that reduce gross
sales in arriving at its reported net sales for each period. These items include ¢hargebacks, rebates and
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other items (such as cash discounts and returns). Provisions for chargebacks and rebates represent the
most significant and complex of these estlmates

v o1t o

Chargebacks—Hospira sells a srgmfrcant port1on of its specialty 1n3ectable pharmaceutlcal products.
through wholesalers, which maintain inventories of Hospira products and later sell those products to end .
customers. In connection with its'sales and ' marketing efforts, Hospira negotiates prices with end customers
for certain products under pricing agreements (including, for example, group purchasing organization:.
contracts) Consistent with industry practice, the negotiated end customer prices are typically lower than
the prices charged to the wholesalers. S

When an end customer purchases a Hospira product that is covered by a pricing agreement from a
wholesaler, the end customer pays the wholesaler the price determined under the pricing agreement. The -
wholesaler is then entitled to charge Hospira back.for the difference between the price the wholesaler paid:
Hospira and the contract price;paid by the end.customer (a #chargeback™). This process is necessary to
enable Hospira to trackiactual sales to the end customer, which is essential information to run the business
effectively. Settlement of chargebacks generally oceurs between 30-and 40 days after thesaleto ¢ -u-
wholesalers. O T I WUV NS TER . . - :

To account for'thé chargeback, Hospira records the initial sale to a wholesaler at the price invoicéd to
the wholesaler and at the same time, records a provision equal to the estimated amourit the wholeSaler wil
later charge back to.Hospira, reducing gross sales and trade'receivables. This provision must be estimated
because-the actual end customer-and-applicable pricing terms may vary at the time:of the sale to the..
wholesaler. Accordingly, the most significant estimates-inherent-in the initial chargeback provision relate -
to the volume of sales to the wholesalers that will be subject to chargeback and the;ultimate end customer.
contract price. These estimates are based-primarily on an analysis of Hospira’s product sales and most
recent historical average chargeback credits by product, estimated wholesaler inventory levels, current, -+:
contract pricing, anticipated future contract pricing changes and claims. .processing lag time. Hospira -,
estimates the levels of inventory.at the wholesalers throughr analysis. of wholesaler purchases and inventory
data obtained directly from certain of the wholesalers. A one percent decrease in end customer contract
prices for sales pending chargeback at December 31, 2006 would decrease net sales and income before ..
income taxes by $1.3 million. A-one percent increase in wholesale units-sold subject to chargebacks at
December 31, 2006 would-decrease net sales and income before income taxes by $1.4 million.-

Hospira regularly monitors the provrslon fot chargebacks ‘and miakes adjustments when it believes the
actual chargebacks may différ from estimates. Af December 31, 2006 and 2005, chargebacks of
$42.9 million and- $64 2 million;, respectively, were recorded ds areduction i in trade receivables. The
methodology used to €stimaté and provide for chargebacks was consistent’ across all periods presented

Rebates—Hosplra primarily offers rebates to direct customers, customers who purchase from certaln
wholesalérs at end customer contract prlces and government agencres which administer various programs
such as Medicaid. Diréct rebates are'generally rebares paid to drrect purchasmg customers based on a
contracted discount applred to the direct customer’s purchases. Indifect rébates are Tebates paid to

“indirect customers that havé purchased Hosprra products from'a wholesaler under a pr1c1ng agreement
with Hosp1ra Governmental agency rébates are amounts owed based on legal requirements with public '
sector benefit provrders (such as Medlcald) ‘after the final dlspensmg of the product by a pharmacytoa -
benefit plan partlcrpant 'Rebate amounits aré usually based-upon the volume of purchases. Hospira
estimates the amount of the rebate due at the time of sale, and records the liability and a rediiction of gross
sales at the same time the product sale is recorded. Settlement of the rebate generally occurs from three to
12 months aftersale. i .- ., ¢, - Moo a0 . - P C ‘

In determining provisions for rebates to direct customers Hosp1ra considers the volume of elrglble
purchases by these customers and the rebate terms. In determining rebates on sales through wholesalers;
Hospira considers the volume of eligible contract purchases, the rebate terms and the estimated level of
inventory at the wholesalers that would be subject to a rebate,;which:is estimated as described above under
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“Chargebacks.” Upon receipt of a chargeback, due’to the availability of product and customer specific
information,-Hospira-can then establish a specific provision for fees-or rebates based on the specific terms
of each agreement. Rebates under governmental programs are based on the estimated volume of products
sold subject to these programs. Each period the estimates are reviewed and revised, if ecessary, in
conjunctton with a review of contract volumes within the perlod Ad]ustments related to prlor period sales '

have not been materlal in any penod " ; , i e

Hosp1ra regularly analyzes the hlstorlcal rebate trends and makes adjustments to.recorded reserves for
changes in trends and terms of rebate programs. At December 31, 2006 and 2005, accrued rebates of .
$65.1 million and $83.5, smitlion, respectively, are included in other accrued liabilities. The methodology .

used to estimate and prowde for rebates was con51stent across all per1ods presented ,

The followmg table is an analysrs of chargebacks and rebates for 2006 and 2005 In each year the

provrsrons for chargebacks and rebates relatlng to pnor perlod sales were not materral e 4 ‘

oo A L R o ' Whelesaler o+ T 0t R
_(dollars in thousands) , gy L, e ' o _Chargebacks , <; * Rebates L

- Balance atJanuary] 2005.. .0y $,,76096 S8.74115
_Provrsrons,...,.‘. P W Lpeen-, ., 628,338 . 130,951

, Payments. . ...... i [ e e (640 25(_)) . {121,529)

Balance at December 31,2005, ... e SO b .ZE.‘-.'- © $Y 64,184 . 8§ 83537
Provisions..............................Q.'....’.(..’.'.'.‘_ ”5;61101 “-126,77’4
Payme'nts..l.:-'.....-...~..-...'~.'. S T 1(582 379) (145,223 .

. Balance at' Decémber 31, 2006 S AR $ 42, 906 "'$‘ 65,088 '
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. Stock-Based Compensatron—On J anuary 1,2006, Hosprra adopted SFAS No 123R “Share- Based
Payment lNthh requires, among other changes that the ot resu]ttng from all sharé-based payment
transactions be recognized a$ compensation cost over the vestmg perlod based on the fair value of the )
instrument on the date of grant. Under SFAS No. 123R Hospira tises the Black-Scholes option valuation
model to determine the-fair value of stock options. The-fair value.model.includes,various assumptions,
including the expected volatility and expected life of the awards, These assumptlons reflect Hospira’s best |
estimates, but.they involve inherent uncertainties.based on market conditions generally outside of h
Hospira’s control. As a result, if other assumptions-had been used, ‘'stock:based compensation expense, as ,
calculated and recorded under SEAS No. 123R, could have been materially impacted. Furthermore, if
Hospira uses different assumptions in future periods, stock-based compensation expense couldbe ...
materially. impacted in future periods. See Note 14 to the consolidated fmanclal statements included in .
tem 8 for addmonalrmformatlon regarding stock-based compensation. . . , . 3 : .

l
|
- Pension and Post-Retirement Benefits—Hospira provides pension and post-retirement: medlcal and - |
dental benefits to certain of its employees based both.in and outside of.thé.United States: Prior to.the spin- |
off date, Hospira employees.participated in Abbott benéfit plans that provided pension and post- . |
retirement benefits.' For financial reporting purposes, Hospira develops long:term assumptions, the most ~
significant of which'are the discount rate, the expected-rate of:return on plan assets, and healthcare cost -
trend rate. For these assumptions, management consults with actuaries; monitors plan provisions and '
demographics,.and'reviews public market data and general economic information.. U l
The discount rate'estimate for the current year is based on a proprletary yield curve developed by ‘
third-party actuaries, whil€ prior year estiniates used Moody’s Aa corporate bond index, with consideration
of differences in duration between, the bonds in the index and Hospira’s benefit liabilities. The change in |
assumptlon d1d not have a srgnlflcant 1mpact on Hosplra ] 2006 consohdated f1nanc1al statements
‘The expected rate’ of return for the pension plan represents the average rate of return to,be earned on
plan assets over the period the benefits are expected to be paid.. The expected rate of return-on plan assets l
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is developed from the expected future return of each asset class, weighted by the expected allocation of -
pension assets to.that asset class. Hospira considers historical performance for the types of assets in which
the plans invest, independent market forecasts, and economic and capital market conditions.

The healthcare cost trend rate for 2006 was 8% for pre-63 and 10% for post-65 years of age
employees, with both rates declining to 5% by 2012 and 2011, respectively. A one percentage point
increase/(decrease) in the assumed healthcare cost trend rate, with other assumptions held constant, would
increase/(decrease) the service and interest component of net post-retirement medical and dental cost for
the year ended December 31, 2006 by approximately $1.0/($1.0) million, and would increase/(decrease) the
accumulated post-retirement benefit obligation by approximately $6.1/($5.1) million.

[n September 2006, the FASB issued Statement of Financial Accountmg Standards No. 158,
“Employers’ Accountmg for Defined Benefit Pension and Other Postretirement Plans—an amendment of
FASB Statements No. 87, 88, 106, and 132(R)” (“SFAS No. 158”). One provision of SFAS No.158
requires full recognition of the funded status of Hospira’s defined benefit and post-retirement plans. The
incremental effect of the application of this provision is provided in Note 7 of the consolidated financial
statements. Another provision of SFAS No. 158 requires the measurement of Hospira’s defined benefit
plan’s asscts and its obligations to determine the funded status be made as of the end of the fiscal year.
Hospira’s current measurement date is November 30. This provision of SFAS No. 158 is effective for fiscal
years ending after December 15, 2008. Hospira is currently evaluating the potential impact of this
provision of SFAS No. 158 on its financial statements

Loss Commgenctes—Hosplra accounts for contmgent losses in accordance with SFAS No. 5,
“Accounting for Contingencies” (“SFAS No. 5”). Under SFAS No. 5, loss contingency provisions are
recorded for probable losses at management’s best estimate of a loss, or when a best estimate cannot be
made, a minimum loss contingency amount is recorded. These estimates are often initially developed
substantially earlier than the ultimate loss is known, and the estimates aré refined each accounting period,
as additional information is known. Accordingly, if Hospira is initially unable to develop a best estimate of
loss, the minimum amount, which could be zero, Is recorded. h '

Income Taxes—Hospira’s provision for income taxes is based on taxable income, statutory tax rates,
and tax planning opportunities available in the various jurisdictions in which Hospira operates. Significant
judgment is required in determining the provision for income taxes and in evaluating tax positions that are
subject to audits and adjustments. Reserves are established when, despite Hospira's belief that the tax
return positions are fully supportable, certain positions are likely to be challenged based on the applicable
tax authority’s determination of the positions. Such reserves are based on management’s judgment,
utilizing internal and-external tax advisors, and represent the best estimate as to the ultimate outcome of
tax audits. The provision for income taxes includes the impact of changes to reserves. Each quarter,
Hospira reviews the anticipated mix of income derived from the various taxing jurisdictions and its reserves
in accordance with SFAS No. 5. Deferred income taxes are provided for the tax effect of temporary
differences between the tax basis of assets and liabilities and their reported amounts in the financial
statements-at the enacted statutory rate expected to be in effect when the taxes are paid. Provision for
income taxes and foreign withholding taxes are not provided for on undistributed earnings for certain
foreign subsidiaries when Hospira intends to reinvest these earnings indefinitely to fund foreign
acquisitions or to meet working capital and plant and equipment acquisition needs. See further discussion
regarding the impact on undistributed earnings of foreign subsidiaries as a result of the American Jobs
Creation Act of 2004 (the “Jobs Act”) in Note 8 to the consolidated financial statements.

Prior to the spin-off date, the provision for income taxes was calculated on a separate return basis.
Under the tax sharing agreement executed in conjunction with the spin-off, Abbott will indemnify Hospira
for tax liabilities arising for periods prior to the spin-off date. Therefore, no tax liabilities for the periods
prior to the spin-off are reflected in the consolidated financial statements,
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Prospectively, Hospira has been providing for income taxes based on its post-separation independent ’
activities. These.cstimates might change in future periods as Hospira develops its own tax filing hrstory and
considers the results of tax authorlty examinations. :

Lt f .o o .. .
Mo R S o e ar T

Resultsiol" O[iel‘,ilati?n,'s,
Net Sales

. Netsales increased 2.4% .in 2006 compared to*2005. Sales to third parties represented a 2.7% increase
~ in‘'overall sales, driven by favorable volume/mix of 1.5%, which includes the unfavorable impact of the +
Berlex contract termination of (2.6)%, increased price of 0.9% in the United States, and the impact of
exchange of 0 3% Sales to Abbott had an unfavorable impact of (0. 3)% on overall salés, driven primarily |
by demand partlally offsét by lncreased pr1ce Durlng the first half of 2005, the agreement under which
Hospira distribiited Berlex i 1mag1ng agents was terminated, resultmg in lower sales from 2004 to 2005 anid
fromzoostozooé‘ B T o . , ) :

Net sales decreased (0 7)% in'2005 compared to 2004, Sales to thll‘d part1es represented a (O 3)%
decline in overall sales, driven by volume/product mix of (] 9%, Wthh includes the unfavorable lmpact of
the Berlex contract termrnatlon of (4.9)%, partlally offset by the 1mpact of exchange of 0.3% and price of
1.3%. Sales to Abbott had an unfavorable 1mpact of (0. 4)% on overall'sales growth, dr1ven by the exclusion,
of the bulk drug dost from the prlclng for certain products post spln partially offset by mcreased demand

'3 . | Y] VLt

A companson of product line sales is as follows: + .-~ ..,

Lt

Percent change

Years ended December 31 (dollars in thousands) - 2006 2005 2004 2006 2005
US.— L dow : ISR BN RN St [ R
.Specialty Injectable Pharmaceutlcals « . $ 807557 § 845291 - % 894,190 (4.5)% (5.5)%
Medication Dellve_ry Systems. - ¢ S 855,483, .+ 796,360 . 782,703 . 74% . 1.7%
Injectable Pharmaceutical Contract-  , + .. . o ¢ 0. -

Manufacturing - . .« ‘ , co. . 183206 . 178,777 . 118719, 25% .- 0.0%. -
.Sales to Abbott Laboratorres o 90,464 - 104,747+ - 119,814 - (13.6)% (12.6)% -
Other : . 283, 731 262,600 244 644 8.0% 73%
‘Total U.S. ) 2,220,501 2,187,775 2,220,070 15% (1.5%
Internatlonal; ) _"f! I f“k v g T T " s - :. o
Sales to Th1rd Parties . .~ ; Lo 1.397,677 . 374,560 . 364,796 62% .27% .
Sales to Abbott Laboratones . _ oL 70,327 . 64,361 60,170 93% . 7.0% "
Total International Sales = - ..., 468,004 ., 438921 424966 ., 6.6% 33%.
Consolidated Net Sales - L v $2.688,505 . $2,626,696 $2.645036 °24% (0.1)% -

S O N . S . -
2006 compared to 2005:. . ., - . S

Sales in Specialty Injectable Pharmaceuticals declined, reflecting the 2005 termination of the Berlex
imaging agents distribution agreement. Excluding Berlex, sales within this product line in¢reased, driven by
the impact of sales of ceftriaxone, launched in the third quarter, of 2005; increased sales of certain anti-
infective products (which Hospira believes was partially driven by a competitor’s inability to supply product
earlier in the year coupled with government orders); increased sales of syringe products; and favorable
price. These factors were partlally offset by lower sales of ADD- Vantage diluents due to competitive drug .
supply issues. _— o : : ‘

The sales increase in Medication Delivery Systems was driven primarily by growth in medication
management systems. The growth in medication management systems was due primarily to increased
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placements of Hospira’s newer technotogy Plum A+ pumps with Hospira MedNet® coupled-with the «
impact of placements of Hospira’s LifeCare PCA® infusion system which:was launched:in the first quarter -
of 2006. R L I B T ) R

Sales in Injectable Pharmaceutrcal Contract Manufacturing were up slightly, driven by growth in_
demand for several existing and new products, partially offset by the 1mpact of the termmatlon of certain

1

lower-margin contracts. A

-+*The decrease in U.S. Sales to Abbott was primarily due to-decreased demand by Abbott for several of
its products partially offset by mcreased prrce')n . B LR R U A I

ML

The Other product lme 1ncludes sales of Hosprra ] products to alternate srte prov;ders such as clmlcs
home healthcare provrders and long-term care facilities, as well as sales of crltlcal care devnces and bram
function monitoring systems The i increase 1n Other Us. sales was prlmarlly due 0 mcreased sales to :
alternate site hicalthcare ¢uistomers mcludmg h1gher sales of anesthesia products mcludmg recently
introduced propofol, increased sales of pumps and sets, and other adjustments, partially offsetby
decreased sales of:deferoxamine due toa competltlve product launch and lower critical care sales.- ' ..

Internat1onal Sales to Third Partles were up, prlmarlly reﬂectlng 1ncreased sales ofia thlrd—party .
manufacturmg contract growth in Canada and favorable’ exchange, partlally offset by reduced volumes
due to transmon related supply cham dlsruptrons and lower prrcmg to drstrlbutors compared to the prror .
Abbott direct salé§’model. International Sales to Abbott 1ncreased prlmarlly due to mcreased prrce and

L 7 1

increased demand by Abbott for several of its products. Pao T L e AT sy

2005 comparéd to 2004:

1 . 4'\- .“g,.;, )“}l-'agir gt 4y

Sales in Specialty Injectable Pharmaceut1cals declmed reﬂectmg the termlnatlon of the Berlex o
imaging agents distributiori'agreement and the impact'of increased generic competition on Hospira’s =~ *,
Corlopam® product. Sales of the remainder of the Specialty Injectable Pharmaceuticals product line were'"%
strong, driven by the impact of sales of products launched in 2004 and 2005 (ceftriaxone, deferoxamine and-
fluconazole), increased volumes of syfinge products, certain anti-infectives (which Hospira believes was:
partially drivenby a competrtor s mabrllty to supply product in the third and fourth’ quarters of 2005); and- -
favorable prlce P . . _ . DU

v

The sales i 1ncrease in Medrcanon Del1very Systems was driven by growth in-medication management
systems, partially offset by a decline in infusion therapy products. The growth in medication managemént
systems was due to placements of Hosplra s newer technology Plum A+® pumps with Hospira MedNet® ‘«-:
coupled witha higher mix of sales-type leases and outnght sales versus operating leases: The detlinein’
infusion therapy product sales was driven by the expiration of a contract under which Hospira sold productf
toa COmpeutor as well as lower prlcmg on sets, parually offset by other favorable volume/m1x b

Sales in Injectable Pharmaceutrcal Contract Manufacturing were flat, prlmarlly due to favorable prlce
and growth in demand for several exrstmg supply agreements, offset by the impact of thé termination of

certain contracts. U I C  r F APR T B

The’ decrease in:U.S: Sales to Abbott was due to-the exclusion of the cost of the bitlk drug subsequent
to the spin-off for certain products manufactired for 'Abbott, while 2004 (through Aprrl) included-the cost -
of these bulk drugs This reflects thé'post spin-off manufactuiring arrangement between Hospira aiid: a
Abbott, inder which Abbott transfers the bulk drug to Hospir for processifig and Hospira’s sales include
only the value-added portion plus a markiip for these products. This reduction was partially'offsct by -
increased demand by Abbott for several of its products and by the markup on products sold to Abbott-after
the spin-off, . .

TR TV LTI S A B I LA

T . ‘ AT I R R o L TR S R & . T,
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The'increase in'Other U.S. sales was primarily due to increased sales of products launched in 2004
and 2005 (ceftriaxone ‘and deferoxarmine) and certain antizinfectives (which Hospira believes was partially -
driven by a competitor’s inability to supply product in the third and fourth quarters of 2005) to alternate
site healthcare customers, partmlly offset by a decline in sales of critical care produets

Imernatlonal Sales to Third Partles mcreased prlmarlly due to favorable foreign exchange rates.
International Sales to Abbott increased prlmdrl]y due to volume related to an additional product
manufdctured for Abbott subsequent to the spin-off, coupled with the impact of the markup on products -
sold 1o Abbott. dfter the spin-off, partially offset by reduced demand on other products.

Gross Prafit

" Percent chapge
Years ended December 31 (dollars in millions) 2006 2005 2004 2006 2005
Gross profit- ™ . - , ‘ $939.2 $849.1 $786.6 10.6% 79%
As’a percent of §ales N . 349%. 323% 297% .

2006 compared to 2005:

The increase in gross profit margin in 2006 was primarily the result of volume/product mix
improvement of 2.0%, which includes the impact of the termination of the Berlex agreement of 0.7% (as
the Berlex agreement involved relatively low-margin products); price in the United States of 0.7%; an asset
impairment and obligations assumed in 2005 and reduction of the obligations in 2006 relating to the sale of -
the Salt Lake City manufacturing facitity of 0.9%; higher manufacturing performance of 0.5%; lower
project expense of 0.4% and lower non-recurring transition related costs of .3%. These improvements
were partially offset by costs associated with the planned manufacturing plant closures of (1.4)% and
incremental freight and distribution costs in the International segment of (0.8)%.

2005 compared to 2004

The increase in gross. proflt margm in 2005 was prlmarlly the result of volume/product mix
improvement of 2.6%, which includes the impact of Berlex of 1.2%; reduced benefit costs of 0.8% as a
result of the changes in certain post-retirement benefit plans in 2004; price:of 0.9%; and other changes of
0.1%. These, increases were offset by charges of (0.7)% resulting from the asset impairment and
obligations assumed related to the sale of the Salt Lake City manufacturing facility to ICU Medical and
charges of (1.1)% resulting from the asset impairments related to the Ashland, Ohio and Montreal,
Canada facilities and costs relating to the planned Donegal, Ireland plant shutdown.

Research and Development .
NI o . K f . ‘ ' ' v Lt

IS ' ' ' - . - Percent change

Years ended Decemher 3 (dollars in millions) . . L2006 . 2005 . 2004 2006 - 2005
Research and development expense $161.6 $138.8 §$1196 164% 16.1%

- As a percent of sales . 60%. 53% 45% .
2006' compared to 2005: ' ' ‘

The increase in research and development (“R&D™) expenses in 2006 was primarily due to upfront -
payments relating to collaboration agreements, spending on new product development and stock option
expense as a result of the adoption of SFAS No. 123R. Hospira’s upfront payments relate to collaboration
agreements for the development, manufacturing and distribution of biosimilar products. R&D spending on
new product development related to new compounds in Hospira’s generic injectable drug pipeline and
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clinical studies on Hospira’s branded sedative, Precedex®. These increases were partially offset by lower
spending in 2006 on medication delivery infusion systems as a result of new product launches.
2005 compared to 2004:

[ . } - o

The increase in R&D expenses in 2005 was pnmanly due to spending on new product development
related to mtegrated software for drug delivery devices that hélp prevent medication errors, a next
generation drug delivery infusion system, new compounds added to Hospira’s generic injectable drug
pipeline and spending for a Phase 1V-safety study on Hospira’s branded sedative, Precedex®, as a condition
of marketing the product. These increases were partially offset by reduced benefit costs as a result of the
changes in benefit plans in 2004.

Selling, General and Administrative

‘ . - Percent change
Years ended December 31 (dollars in millions} 2006 2005 2004 2006 2005

Selling, general and administrative expense $428.0 33736 $304.0 146% 229%
As a percent of sales 15.9% 14.2% 115%
2006 compared to 2005:

ET
. .

Selling, general and administrative (“SG&A”) expenses increased in 2006 partially related to stock -
option expense as a result of the adoption of SFAS No. 123R. The remainder of the increase was primarily
due to additional costs related to establishment of Hospira’s. business infrastructure outside the
United States and costs associated with the 1mplementat10n of Hospira’s new mformatlon technology
system and related depreciation.

2005 compared to 2004:

SG&A expenses increased in 2005 primarily due to additional costs related to becoming a separate
stand-alone public company. These costs include the establishment of corporate functions, information
technology and costs relating to establishing Hospira’s business infrastructure outside the United States. A
substantial portion of the increase relates to costs associated with the implementation of SAP as Hospira’s
global enterprise resource planning system. The increase in costs was partially offset by reduced employee
benefit costs'as a result of changes in-benefit plans in 2004. Hospira'’s selling, general and administrative
expenses for 2005 reflect the flrst full year of ongoing, incremental expenses associated with bemg a
separate stand-alone company

Acquired In-Process Research and Development

In the fourth quarter of 2006, Hospira acquired BresaGen Limited, formerly an Australian public
company. As part of the purchase price allocation, Hospira allocated and expensed $10 million to acquired
in-process research and development related to BresaGen's pipeline products. '

Curtailment of Post-Retirement Medical and Dental Benefits

In the second quarter of 2004, Hospira announced a series of benefit plan changes, which included the
discontinuation of the U.S. non-union post-retirement medical and dental plan. The effect of the
discontinuation of the post-retirement medical and dental plan was a non-cash pre-tax benefit of -
$64.6 million resulting from the reversal of the related liability. . .

M ' A to . '
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InterestExpense R oL ad R L Ty

_ Hosplra incurred 1nterest expense of $31 0 mllllon in 2006, $28 3 rmlhon in 2005 and $18 8 million in
2004 The increase in 2006 compared to 2005 was primarily due to hlgher mterest rates on Hosplra s
ﬂoatmg rate debt (as a result of convertmg some of Hospira’s debt from ftxcd to floating under the interest
rate swap entered into in 2005), partially offset by higher capitalized mterest in 2006. The increase in 2005

compared to 2004 was primarily due to Hosplra not having any debt prior to ‘the spin- -off. Refer to the
Liquidity and Capital Resources section below, as ‘well as Note 10 to the consolidated financial statements
includéd in Item 8, for further 1nformat10n regardmg Hosplra s'debt and’credit facilities.
i f v . O 1

Other (]ncome) Expense Net' ‘ o

' Other (lncome) and. expense for 2006 2005 and 2004 pnmanly mcludes amoums relatlng to -
fluctuations in forelgn currency exchange rates, interest income, and other items, Forelgn exchange (galns)
for 2006, 2005 and 2004 were $(1.1) million, $(0.1) miilion and $(0.3) mtlllon respectively. Interest
(:ncomc) for 2006, 2005 and 2004 was $(17.1) million, $(15.1) million and $(2.4) million, respectively. Prior:
to the spin-off, Hosplra did not hold cash

[PEEN : D B : Lt s . i; LI

; n.' ¢ -, " t
The effectlve tax rates were'26 8% in both 2006 and 2005 and 26 7% in 2004 The effectlve tax rate for
2006 included.the impact of a significant unusual item,.the expensing of acquired in-process research and
development. Excluding the effect of this item, the 2006 effective tax rate was 26.0%. Included in 2005 is
tax of $9.1 _million related to the repatriation of foreign earnings of $175 million under the Jobs Act.
Excludmg the effect of the Tepatriation, the 2005 effectlve tax rate was 24.0%. The effective tax rate for
2004 1ncluded the lmpact of a significant unusual 1tem the curtailment of the post retirement medical and
dental plan noted above. Excludmg the effect of the curtaiiment benefit, the 2004 effectrve tax rate was
24.7%. The increase in the effective tax rate in 2006 compared to 2005 excludmg both years’ sngmﬁcant
unusual items, was due prlmarrly to increased income generated in the, Umted States, which has a hlgher .
tax rate than forelgn jurisdictions. The decrease in the effective tax rate in 2005 compared to 2004 was due -
primarily to increased income generated in foreign jurisdictions, which have lower tax rates than the
United States. The effective tax rates are less than the statutory U.S. federal income tax rate principally
due to the benefit of tax exempttons of varylng duratlons m certam jurlSd]Cthl’lS outside the
Umted States. . Tt ¢ S o
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Income Tax Expense

Liquidity and Capital Resources = ' SRR

Summary of Sources and (Uses) of Cash

Dot Y L s . o e ' Y

Years ended Decémber 31 (dollars in millions) ot oo - © T 2006 T 2005 2004

Operating activities v - $42420 § 5711 § 387.0¢
Investing activities =~ . , o ‘ o (2512) (1844) (301.3)
Financing activities , . L : L ) . (371.7). 8.6 40.6

CHT . - ° ! o . Toe
R ' #H i ’

Opera t ng Activi ities

Net Cash from Qperating Actwrtles continues to be Hospira’s primary source of funds to flnance
operating needs and capital expenditures. Other capital resources include cash on hand, borrowing
availability under Hospira’s $375 million revolving credit facility and access to the capital markets. .-

1n 2006, operating activities provided net cash of $424.2 million, primarily driven by net income of
$237.7 million, non-cash depreciation and amortization charges of $156.7 million, non-cash stock-based
compensatlon expense of $35.9 million, and the write-off of acquired in-process research and development
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of $10.0 million, offset by a pre-tax gain on the sale of the Donegal, Ireland facility of $7.9 million, and, .
changes in operating assets and liabilities of $8.2 million, The changes in operating assets and liabilities
consisted pr1manly of an increase in inventories, offset by an increase in trade accounts payable and other
liabilities and changes in Other, net. The increase in inventory reflected planned normal inventory butlds ,
and additional saféty stocks to support the business as manufacturing productmn transfers occur in

1

connection with planned plant closings. . -

. In 2005, operatmg activities provided net cash of $571. 1 million, primarily dr1ven by net income of
$235.6 million, non-cash depreciation and amortization charges of $156.3 million, a non-cash impairment
charge of $13.1 million, and changes in operating assets and liabilities of $166.1 million. The changes in
operating assets and liabilities consisted primarily of an increase in accruals for employee incentive
programs and other accruals, including those resulting from obligations assumed related to the sale of the
Salt Lake City rnanufacturmg facility, the planned closure of the Donegal Ireland plant, an incréase in
accrued rebates, an increase in accounts payable, and an increase in income taxes payable.’ '

Investing Activities : S Lo )

In 2006, Net Cash Used in Investing Activities of $251.2 million includes capital expenditures of -
$235.0 million for upgrading and expanding manufacturing and administrative support facilities, and,
information technology systems. In addition, investing activities includes proceeds from the sale of the
Donegal, Ireland and Montreal, Canada facilities of $19.3 million, the use of cash of $17.1 million for. the
acquisition of BresaGen and $18. 4 mllllOl’l for the purchase of certain lntanglble assets.and other 0.
investments, -~ . : : : e "

In 2005, Net Cash Used in Investmg Activities of $184.4 mlll10n includes capital expend1tures of
$256.1 million for upgrading and expanding manufacturing, research and development and adm1mstrat1ve
support facilities, and information technology systems. In addition, 1nvest1ng activities include the use of '
cash of $23.6 million for the acquisition of Physiometrix and purchases of certain intangible assets and '
other investments of $9.0 mllllon These are offset by $72.4 million in proceeds from the sales of
marketable debt secur1t1es and $31.8 m1lllon in proceeds from the sale of the Salt Lake C1ty manufacturmg
facility and related assets.” " ’ :

PR

Financing Activities :

Net Cash Used in Financing Activities of $377.7 million in 2006 consists primarily of common stock
repurchases of $299.8 million and payments to Abbott for international net assets of $126.2 million, offset
by proceeds from employee stock option exercises and related tax benefits of $45.8 million, and an increase
in other borrowing, net of $2.5 million.

Net Cash Provided by Financing Activities in 2005 consisted primarily of proceeds from emlplO)'/ee
stock option exercises of $118.8 million and other borrowing activities, offset by payments to Abbott for
international net assets of $116.7 million.

Prior to the spin-off, Hospira, as part of Abbott, did not hold cash, and the related transactions with
Abbott were reflected in the consolidated statements of cash flows in the financing section as “Net ’
transactions with Abbott Laboratories prior to spin-off.” Subsequent to the spin-off, Hospira retains cash
and cash equivalents, which primarily include demand deposits with banks or other financial institutions.

Summary of 'If‘inancial Pnsition,

Years ended December 31 (dollars in millions) - ) ' 2006 2005 2004

Cash and cash equivalents N - , $322.0 $5206 $127.7
Marketable securities s ‘ — — 724
Working capital o . 916.7 9649  662.1
Short-term borrowings and long-term debt : 706.6 6979 698.8

48




Working Capital : ! .

The decrease in workmg capltal in 2006 was pr1marlly duetoa decrease in cash and cash equlva]ents
and an increase in income taxes payable. This is offset by an increase in inventory and prepaid expenses
and other receivables, and a decrease in current portion of “Due to Abbott, Net,” which is principally
related to the liability for the international net assets transferred from Abbott, and decreases in liabilities
related to accruals for employee incentive programs. : ! ‘ :

The increase in working capital in 2005 was primarily due to an increase in cash and cash equivalents
and a decrease in the current portion of “Due to Abbott, Net,” which was principally related to the liability
for the international net assets to be transferred from Abbott. This is offset by a decrease in marketable
securities, increase in liabilities related to accruals for employee incentive programs and other accruals,
primarily obligations related to the sale of the Salt Lake City manufacturing facility, the closure of the
Donegal, Ireland plant and an increase in income taxes payable, :

Hosplra believes that its current capltal resources, mc]udmg cash and cash equivalents on hand cash it
generates from operatlons funds available from its revolving credit facnllty, and access to caplta] markets
will be sufﬁcnent to finance its operations, including debt service obligations, product development
capital expenditures and acquisitions, for the foreseeable future. :

' . Y ' b

{ . E o !

Debt and Capital

Senior Notes. Hospira has approximately $700 million of senior unsecured notes outstanding,
mcludmg $300 million of 4.95% notes due 2009 and $400 miltion of 5.9% notes due 2014. The 4.95% notes
were effectwely converted to floating rate notes through interest rate swaps with various countérparties.
The senior notes contain customary covenants that limit Hospira’s ability to incur secured indebtedness
and liens and merge or consolidate with other companies.

Revolving Credit Facifity. Hospira has a five-year $375 m1]llon unqecured revolving credit facility (the
“Revolver”), which it entered into on December 16, 2005, and which was amended on January 15, 2007 to
permtt the Mayne Pharma acquisition and to temporarily increase the maximum leverage ratio and lower
the minimum interest coverage ratio. This facility is available for workmg capital and other requlrements
The Revolver allows Hospira to borrow funds at variable interest rates as short-term cash needs dictate.
Borrowings under the Revolver bear interest at LIBOR plus a margin, plus a utilization fee if borrowings
under the Revolver exceed 50% of the aggregate amount of committed loans. Hospira is also required to
pay a facility fee on the aggregate amount of committed loans. The annual rates for the LIBOR margin,
the utilization fee and the facility fee are currently 0.45%, 0.075% and 0. 10%, respectively, and are subject
to increase or decrease if there is a change in Hospira’s current credit ratings. The amount of available
borrowings may be increased to a maximum of $500 million, and the term may be increased for up to two
additional years, under certain circumstances. As of December 31, 2006, Hospira had no amouints

Dorrowed or otherwise outstanding under the Revolver. ; :

The Revolver contains covenants limiting Hospira’s ability to sell assets, incur secured indebtedness
and liens, incur indebtedness at the subsidiary level and merge or consolidate with other companies. The
agreement includes financial covenants, including requirements to maintain minimum interest coverage
ratio and a maximum leverage ratio.

As of December 31, 2006, Hospira was in compliance with all covenants under its debt instruments.

Other Borrowings.  In connection with the acquisition of BresaGen in the fourth quarter of 2006,
Hospira assumed a $5.4 million mortgage note that is secured by land and building, of which $0.5 million is
classified as short-term. The agreement bears a fixed rate of interest of 7.47%, with payments of principal
and interest due quarterly, ending in March 2015,
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In March 2005, Hospira issued economic development promissory notes, the proceeds of which were™
used for a distribution facility expansion. The $1.75 million ten;year notes bear a flxed rate of interest of

2%, with principal and interest due monthly. o . 4

Hospira has entered into various loan agreements relatedmto the legal transfer of certain mtematronal
operations from Abbott. These borrowings are made by Hospira’s foreign affiliates-in their local currency
and are used to optimize the capital structure. As of December 31, 2006 and 2005, Hospira had $8.8
million and $5.9 million of such loans outstandmg, respecttvely, of whlch $3.9 million and $24 mrlllon was
classified as short term, respectrvely

‘ : : L : T et y o

Transfer of Intemational Net Assets fmm Abbott. In-connection with the spin-off, Hospira and-Abbott
agreed that the legal transfer of certain operations and assets (net of liabilities} outside the United States
would occur, and be completed, within two years after the spin-off. During the transition period, these .
operations and assets were used in the conduct of Hospira’s international business and-Hospira was subject
to the risks and entitled to the benefits generated by such operations and assets. Hospira was oblrgated to
pay Abbott for these operatlons and assets and assume the correspondmg liabilities, over a two-year
period after the spin-off date as Hospira established its business infrastructure outside the United States
and obtained regulatory approval for the transfer of the markettng authortzattons for Hospira products to
local Hospira affiliates or third-party distributors. The transfers were completed in the second quarter of
2006. The total amounts paid in 2006 and 2005 were $126.2 million and $116.7 million, respectively.

Share Repurchase. In February 2006, Hospira’s board of directors approved a $400 million share
repurchase program. The program authorizes the company to repurchase common shares from time to
time through the open market i in compllance with securltleq regulatlons and other Jegal reqmrements The
size and timing of any purchases afe at the discretion of company managemént, based on factors such as
alternative uses of cash, and business and market conditions. As of December 31, 2006, Hospira
repurchased 7,584,400 shares for $299.8 million. Because Hospita must dedicate a substantial portion of its
future cash to servicing its debt and integrating Mayne Pharma into its operations, Hosprra does not expect
to continue repurchasing shares for the foreseeable future. ‘ o

Mayne Pharma Acquisition. On’ February 1, 2007 Hospira incurred $1.925 billion of bank debt in*
connection with the Mayne Pharma acqursmon The bank facilities include a $500 million, three-year term
loan facility and a $1.425 billion one-year brtdge loan facility. Under the term loan facility, Hospira must -
repay $12.5 million in prin¢ipal at the end of each quarter in 2007, $50.0 million"at the end’ of each quarter
in 2008 and $62.5 million at the end of cach quarter in 2009 (with the final payment to be made on the
maturity date of January 15, 2010). The entire principal amount under the bridge loan facility is due on the
maturity date of January 15, 2008. Hosplra expects to refinance the borrowings under the brrdge loan
through the sale of long-term debt securltles durmg 2007.

. . , .
Borrowings under the term Ioan fac1l1ty and brldge loan facility bear tnterest at LIBOR plus a margin
that is determined based on Hospira’s senior unsecured debt ratings from Standard & Poor’s and Moody’s.
Based on Hospira’s ratrngs of BBB (stable outlook) from Standard and Poor $ and Baa3 (negative outlook)
from Moody’s, the margm is currently 0. 60% "

N . . . PR | PR D
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Contractual Obllgatlons and Off-Balance Sheet Arrangements "

v AN

The folIowmg table summartzes Hosplra s estlmated contractual obhganons as of December 31 2()()6
(dollars in millions): = . S o S

) "Payment Due by Period . b
t [ o - 2012 and

) Total - 2007 2008-2009  2010-2011  Thereafter
Long-term debt and interest paymients. . . .. % 9319 $ 434 83767 $49.4 ' 84624
Leaseobilgatlons......................Q.'"‘ 1772 " '26.8 "48.4 1394 62.6
Purchase commitments(1) ... 0:..... Co... o+ 3685 356.0 125 = e
Other long-term'lidbilities reflected on the o ’ e e
consolidated balance sheet(Z) e 25.9 C— - 2597 Tt
Total....... ... .l ‘ $1,503;5 84262 - $4635 ©  $888 '$525.0

(1) Purchase commitments corisist primarily of mventory purchases made in the normal course of
business to meet operational requirements. Contractual capital commitments ate also included here
but these commitments represent only a portlon of the expected capital spendmg in 2007 and beyond.

{2) Excludes approximately $149.4 million of other long-term liabilities related primarily to post- .
retirement benefit obligations. See Note 7 to the consolidated fiiancial statements inclided i this
annual report on Form-10:K regardmg benefit pavments for post-retirement obligations: Hospira does
not expect to contribute to its main U.S. pension plan in 2007.

- " Hospira’s commerc1al commltments as of Decembér 31, 2006, representmg commltments not
recorded on the balance sheét birt potentlally triggered by | future events primarily consist of non- debt
letters of credit to provide credit support for certain transactlons as requested by third parties. As of
December 31, 2006, Hospira had $11.7 million of outstandlng letters of credit, with a majority expiring

in 2007. No amounts have been drawn on these letters of credit. i

On February. 1, 2007, Hospira borrowed $1.925 billion under a bridge loan facility and aterm 1oan
facility to finance, its acqu1smon of Mayne Pharma. PIease see “—Liquidity and Capital Resources—Debt
and Capltal—-Mayne Pharma AchISltl()ﬂ above for a descrlptlon of Hospira’s obligations undér those
facilities.

Hospira has no material exposures to off- balance sheet arrangements, no special purpose entities, and
no activities that include non-exchange-traded contracts accounted for at fa:r value. ‘

Recently Issued Accountmg Standards . = .. ‘ ‘ e
In September 2006, the Flnanc:lal Accountmg Standards Board (“FASB”) issued Statement of

. Financial Accounting Standards No. 157, “Fair Value Measurements” (“SFAS No. 157”) SFAS No. 157

clarifies the prln(:lple that fair value should be based on the assumptlons market participants would use
when pricing an asset or liability and ¢stablishes a fair value hierarchy that prioritizes the information used
to develop those assumptions. Under the standard, fair value measurements would be separately disclosed
by level within the fair value hierarchy. SFAS No. 157 is effective for financial statements issued for fiscal
years beginning after November 15, 2007. Hospira is currently evaluating the potential impact of SFAS
No. 157 on its financial statements. ) S

In September 2006, the FASB issued Statement of Fmanc1al Accountmg Standards No 158,
“Employers’ Accounting for Defined Benefit Pension and Other Postretlrement ‘Plans—an amendment of
FASB Statements No. 87, 88, 106, and 132(R)” (“SFAS No. 158”). One provision of SFAS No. 158
requires full recognition of the funded status of Hospira’s definéd benefit-and post-retirement plans. The
incremental effect of the application of this provision on individual line.items in the Consolidated Balance
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Sheet as of December 31, 2006, is provided in Note 7 of the consolidated financial statements; Another .
provision of SFAS No. 158 requires the measurement of Hospira’s defined benefit plan’s assets and lts
obligations to'determine the funded status be made as of the end of the fiscal year. Hospita’s current :
measurement date is November 30. This provision of SFAS No. 158 is effective for fiscal years ending after
December 15, 2008. Hospira does not anticipate that the impact from the adoption of this provision of
SFAS No' 158 will be significant to its financial statements. -

- In July 2006 the FASB issued FASB Interpretanon No. 48, “Accounting for. Uncertainty in Income-
Taxes—an interpretation of FASB Statement No. 109” (“FIN 487). FIN 48 prescnbes a recognition ..
threshold and measurement attribute for financial statement recognition and measurement of atax ,, -
position taken or expected to be taken in a tax return. The rnterpretatron also provides gu1dance on
derecognition, classification, interest and penalties, accounting in interim periods, disclosure, and ,
transition of uncertain tax positions. The provisions of FIN 48 are effectlve__ at the begmn_mg of the first . .
fiscal year that begins after December 15, 2006, with the cumulative effect of the change in accounting
principle recorded as an adjustment to opening retained earnings for that year. Hosplra is currently
evaluatmg the potentlal impact of FIN 48 on its f1nanc1al statements.

Item 7A 'Q'ualitative and Quantitative Disclosures About Market Risk

Fmancral Instrument and Rlsk Management

i ) . N En n <! - R
I—losp1ra operates globally, and earnings and cash ﬂows are exposed to’ market rlsk from changes in
currency exchange rates and interest rates. Upon consideration of management objectives, costs.and

opportumtles Hospira uses derivative instruments, including foreign currency forward exchange contracts

and interest rate swaps to manage these risks. Hospira enters into derwatlve 1nstrument contracts with a

diversified group of major fmancral institutions to limit the' amount of credrt exposure to nonperformance

- by any one institution. Hosprra does not tilize derivative mstruments for tradmg or speculatlve purposes
Foreign Currency Sensrtlve Financial Instruments i !

Hospira’s operatlons are exposed to currency exchange rate "risk, which is m1t1gated by Hosplra 5 use
of foreign currency forward exchange contracts (“forward’ contracts . The ob]ectrve in managing exposure
to changes in foreign currency exchange rates is to reduce volatility on earmngs and cash flows associated
with these changes. Currency exposures include third-party trade payables and receivables, and
intercompany loans where the asset or liability is denominated in a currency other than the functional
currency of the entity. Forward contract gains and losses on these exposures substantially offset the

_remeasurement of the related asset or liability and both are included in other (income) expense, net. In
addition, currency exposures exist for certain subsidiaries for anticipated intercompany purchases, firm
commitments, and third-party forecasted transactions expec}ed to be denominated in a forergn currency
due to changes in forelgn exchange rates Forward contract gains and. Ibsses related to such EXpOSures are
also included in other (income) cxpense, ' net during the term of the forward contract as, they are not
formially designated as hedges urider SFAS No. 133, “Accountmg for Der1vat1ve Instruments and Hedgmg
Activities.” Net forward contract expense and the carrymg value and falr value of forward contracts were
not srgmﬁcant in 2006 and'2005. )

’ " . Y - ' ISR SR B

Interest Rate Sensitive Financial Instruments v o

Hospira’s primary interest rate exposures relate to cash and cash equwalents and frxed and variable
rate debt. The objective in managmg exposure to changes in intercst rates is to reduce volatrhty on
carnings and cash flows assoc1ated w1th thése changes. '

~ 1) ‘u'
-

Hospira’s investment portfolio of $353.4 million at December 31, 2006 consnsts of cash and cash -

equivalents, cquity investments in affiliated companies, and cost investments, primarily consisting of .
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marketable securities which are classified as “available for sale.” For.marketable securities, any gains or
losses will not be recognized in Hospira’s statements of income until the investment is sold or if there is a
reduction in fair value that is determined to be an other-than-temporary impairment. The carrymg value of
the investment portfolio approximates fair market value at December 31, 2006 and the value at maturity,
as the majority of investments consist of securities with maturities of less than three months. Because
Hospira's investments consist principally of cash and cash equivalents, a hypothetical one percentage point
increase/(decrease) in interest rates, based on average cash and cash equivalents during the year, would .

" increase/(decrease) |nterest mcome by approx1mately $4.2 mllllon

.. In conjunction with the spm-off from Abbott on June 15 2004 Hosplra completed an underwrltten
offering of a consolidated $700 million aggregate prlnc1pal amount consisting of $300 million fwe-year
$énior unsecured notes and $400 million 10-year senior unsecured notes, both of which bear a fiked rate-of
interest. In addition, the Revolver allows Hospira to borrow up to,$375 million for working capital and.
other requlrements The Revolver allows Hospira to borrow funds at variable interest rates as short-term
cash needs dictate. As of December 31, 2006, Hospira had no amounts outstanding under the Revolver.

Hospira has entered into various loan agreements related to the legal transfer of certain international
operations from Abbott. These borrowings are made by Hospira’s foreign affiliates in their local currency
and are used to optimize the capital structure. As of December 31, 2006 and 2005, Hospira had $8.8,
million and $5.9 million of such loans outstanding, respectwely, of which $3.9 million and $2.4 million was
classified as short-term, respectively.

In January 2005, Hospira entered into interest rate swap transactions whereby the $300 miilion five-
year senior unsecured notes due in June 2009 were effectively converted from fixed to floating rate debt.
Hospira records the interest rate swap contracts at fair value and offsets the carrying amount of the fixed-
rate debt by the same amount. At December 31, 2006 and 2005, these interest rate swaps had an aggregate
fair market value of $(8.2) million and $(8.7) million, respectively. If these derivative instruments had been
terminated at December 31, 2006 and 2005, this estimated fair value represents the amount that Hospira
would have to pay to counterparties. As a result of converting from fixed to floating rate debt, a
hypothetical one percentage point increase/(decrease) in interest rates would increase/{decrease) interest
expense by $3.0 million.

Refer to the Liquidity and Capital Resources section above, as well as Notes 5 and 10 to the
consolidated financial statements included in this annual report on Form 10-K, for further information.
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MANAGEMENT REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

The management of Hospira, Inc. (the “Company™) is responsible for establishing and maintaining
adequate internal control over financial reporting. The Company’s internal control system was designed to
provide reasonable assurance to the Company’s management and board of directors regardmg the

preparatlon and fair presentatlon of published flnanmal statements. P .-

All internal control systems, no matter how well designed, have mherent limitations. Therefore, everi

those systems determined to be effective can provide only reasonable assurance with respect to- fmancml
statement preparation and presentation.- N : T T o :

Company management assessed the effectiveness of its internal i:offtrél over financial i‘eporting as of
December 31, 2006. In' making this assessment, it used. the criteria established in Internal Control— -
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commiission.
Based on our assessment; we believe that, as of December 31, 2006, Hospu"a Inc.’s internal control over
f1nanc1al reportmg was effectlve based on-those-criteria. - -« b Lo ¥

The Company s mdependent registered public, accountmg firm has Issued an audlt report on our
assessment of the Company’s internal control over financial reporting. ’

: I

s/ CHRISTOPHERB BEGLEY _ , /s/ THOMAsE WERNER .
Chief Executive Officer, . ) o Semor Vice, PreSIdent Finance, and .

[

February 27 2007 L ' Chief Financial Officer
. ' o F‘eb'ruary 27,2007,
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.+ REPORT OF INDEPENDENT REGISTERED PUBLIC'ACCOUNTING FIRM ., ¢

To the Board of Directors.and Shareholders of Hospira Inc.* . N TR

v M

We have audited thé accompanymg consolidated balance sheéts of Hosplra In¢. (the “Company yas
of Decembeér 31; 2006 and 2005, and the'relatéd consolldated statements of income and comprehenswe
income, cash flows, and changes in sharéholders” €quity'for each’of the three years in th¢ period ended °
December 31, 2006. Our audits also included the financial statement schedule listed in the Index at Item
15. These financial statements,and financial statement-schedule are the responsibility of the.Company’s . -
management. Our responsibility is to express an opinion on the financial statements and financialr. . .,
statement schedule based on our audlts

LY : TR B E . I TR N R

We conducted our audlts in, accordance w1th the standards.of- the Publlc Company Accounting
Oversight Board.(United States). Those standards require that we plam:and perform the audit,to obtain -
. reasonable assurance about-whether the financial statements are free of material misstatement. An audit,
includes examining, on a test baSlS evidence supporting the amounts and disclosures in the financial ., -
statements. An audlt also mcludes assessmg the accountmg principles used and sngmflcant estimates made
by managemiént, as well as evaluatmg the overall flnanc1a1 statement presentatlon We belleve that our
audits provide a reasonable basis for our opinion, ST

In our opinion, such consoltdated financial statements present fairly, in all material Tespects, the
financial position of Hospira, Inc. as S December 31, 2006 and 2005, and the results of its operatlons and
its cash flows for &ach of the three" years in'the pertod ended December 31,2006, in conformlty with "
accounting principles generally accepted in the Untted States of America. Also, in our ‘opinion, such
~ financial statement schedule, when considered in'Yelation to the basic consdlidated financial statements
- taken as a whole, presents fairly, in all material respects, the information set forth therein.

As discussed in Note 14 to the consolidated financial statements, on January 1, 2006 the Company
adopted Statement of Financial Accounting Standards No. 123R, Share-Based Payment, and as discussed in
Note 1 to the consolidated financial statements, on December 31, 2006, the Company adopted the
recognition and disclosure provisions of Statement of Financial Accounting Standards No. 158, Employers’
. Accounting for Defined Benefit Pension and Other Postretirement Plans—an amendment of FASB Statements

" No. 87, 88, 106, and 132(R). :

We have also audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of the Company’s internal control over financial reporting as of
December 31, 2006, based on the criteria established in Internal Control—Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission and our report dated
February 27, 2007, expressed an unqualified opinion on management’s assessment of the effectiveness of
the Company’s internal control over financial reporting and an unqualified opinion on the effectiveness of
the Company’s internal control over financial reporting.

DELOITTE & TOUCHE LLP

Chicago, Illinois
February 27, 2007
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LR PR REPORT OF lNDEPENDENT REGISTERED PUBLIC ‘ACCOUNTING FIRM- . -~

* wi A TR DU A TS S P I

To the Board of Dll‘eCtOI'S and Shareholders of H05p1ra Inc . Lo

We havc audlted management’s.assessment, included in the accompanying Management Report on: +
Internal Control Over Financial Reporting that Hospira, Inc. (the “Company”) maintained effective . -
internal control over financial reporting as of December 31, 2006, based on'criteria established in'Internal-.
Control—Integrated Framework issuéd by the Committee of Sponsoring Organizations of the Treadway .
Commission. The Company’s management:is responsible for maintaining efféétive internal control over -
financial reporting and for its assessment of the effectiveness of internal ¢éntrol over financial reporting,
Our responsibility is to express an opinion on management’s assessment and an opinion on the
effectiveness of the Company’s internai control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accountmg
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether effective internal control over financial reporting was maintained in
all material respects. Our audit included obtaining an understanding of internal control over financial
reporting, evaluating management’s assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we considered necessary in the
circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed by, or under the
supervision of, the company’s principal executive and principal financial officers, or persons performing
similar functions, and effected by the company’s board of directors, management, and other personnel to
provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting principles. A
company’s internal control over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (2) provide reasonable assurance that transactions are recorded
as necessary to permit preparation of financial statements in accordance with generally accepted
accounting principles, and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of the inherent limitations of internal control over financial reporting, including the
possibility of collusion or improper management override of controls, materiat misstatements due to error
or fraud may not be prevented or detected on a timely basis. Also, projections of any evaluation of the
effectiveness of the internal control over financial reporting to future periods are subject to the risk that
the controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

In our opinion, management’s assessment that the Company maintained effective internal control
over financial reporting as of December 31, 2006, is fairly stated, in all material respects, based on criteria
established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission. Also in our opinion, the Company maintained, in all material
respects, effective internal contral over financial reporting as of December 31, 2006, based on the criteria
established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission.

57




We have also audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the consolidated financial statements and financial statement schedule as of and for
the year ended December 31, 2006 of the Company and our report dated February 27, 2007, expressed an
unqualified opinion on.those financial statements and financial statement schedule and included an
explanatory paragraph regarding the Company’s adoption of Statement of Financial Accounting Standards
No. 123(R), Share-Based Payment, on January 1, 2006, and the Company’s adoption of the recognition and
disclosure provisions of Statement of Financial Accounting Standards No. 158, Employers’ Accounting for
Defined Benefit Pension and Other Postretirement Plans—an amendment of FASB Statements No: 87 88, 106,
and 132(R), on December 31, 2006. : . S

R

DELOITTE & TOUCHE LLFP

Chicago, lllinois
February 27, 2007
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.Hospira, Inc. 7
Consolidated Statemeénts of Income and Comprehensive Income

{doflars and shares in'thousands, except for per share amounts)"

Year Ended December 31

o

o

o T e 2006 2005 7004
Netsales. ... © $2,527,7114  $2,457,588  §$2,465,052
Net sales to Abbott Laboratorles ........................... 160,791 169,108 ‘- 179,984

~Total NetSales.........................00no 0 KR ' 2,688,505 2,626,696 ._"‘2,1645,036_
Cost of products sold. . v e 1,749,262 1,777,640 1,858,435
Gross Profit........ S e TS UL 939,243 849,056 786,601
Research and development ................................. 161,621 138,834 - .119,583
- Acquired in-process research and development............. .. 10,000 .= R
Selling, general and administrative . ................. 0000 * " 428038 . '373,607 304,004
Curtailment of post-retirement medical and dental benef:ts s — — (64,636)
Income From Operatlons.i. e e e 339,584 - 336,615 . 427,650
_Interest expensc.: . . ... '. A e e 31,024 128,276 18,758
Other (income) eXpPense, NEt . ... .oevunteenierr e s (16,137) (13,736) (2,628)
* Income Befpre_lncome_’l_"axes e e R 324,697 322,075 411,520
Income tax expense”..... .0 ....... PR, DU 87,018 86,437 109,968
NetIncome...........neeenn.. U .. § 237679 § 235638 . § 301,552
Earnings Per Common Share ) o
BaSIC. ottt e $ . 151 8 148 . § 1.93
CDHted. L e e e $§ 148 % 146 § °~ 192
Weighted Average Common Shares Outstanding: A e
BasiC. . . e e 157,368 159,275 156,187
Diluted. ... 00 160424 ... 161,634 157,160
Comprehensive Income:- . Co : T
Foreign currency translation adjustments, net of taxes of $0 . § 12688 § (11,284) § (29,398)
Retirement plan ad]ustments net of taxes of $(1,458), $21, 636 _ . ' .
and $(26,045), reSPECtiVely . ... .., .o\t ieiinr e, ; 2332 (35,071) 45,146
Unrealized gains (losses) on marketable equ1ty securltles net - - ot ‘ o
v of taxes of $(217), $(1,426), and $233, respectively-.......... - 981 2,442 7 0 (380)
Other comprehensive income (1088) .. ........oouvunnnn..... LT 16,000 (43,913) " 15368
Less effect of spin-off from Abbott.:.................... . MY — (48,475)
Adjusted other comprehensive income (loss) ................. 16,001 (43,913) (33,107)
NEtINCOME . ... 1wt ot e et e 237,679 235,638 301,552
Comprehensive Income . ... ............ A $ 253,680 § 191,725 § 268,445

The accompanying notes -are'an-integral part of these consolidated financial statements.
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. -Hospira, Inc.
- . va Consolidated Statements of Cash Flows
«. -{(dollars in thousands) - ..

w' ) Year Ended December 31
o 2006 2005 2004
Cash Flow From (Used in) Operating Activities: . _ . b
NEEIICOMIE . « v o v vovv ittt v et e e e e et bt s s ettt a s o e e s . $-237,679.  $.235638 . § 301,552
Adjustments to reconcﬂe net income to net cash from operating actwmes— PN . .
DEPrBCIAtION . ...\ttt et et e e e s RN 154,750 154,460 141,245
Amortization of 1ntang1b1es ...... e e e 1,927 e 1,831 4,278
Write-off of acquired in-process research and development . ... .......... PR 10,000 = —
Stock-based compensation expense. . ... .......... PR DD . 35,900 - —
v Gainonsaleof facility. . ....... 0 o i (1851 vew — -
Impairment of long-lived assets. ... .............oviiny e iy s w o=+ 13,074 . -
Curtailment of post-retirement medical and dental benefits. .. ................ R — — {64,636)
Changes in assets and liabilities— T o ' e
Trade teCeivables. . . . oo .vve e it T e (1,132) (10,707) (28,051)
IVETIOTIES . « 2. o s e e e et ettt e e e ettt et e e e (106,056) ..+ (9,722) ' 22,715
Prepaid expenses and other assets. .. ... oo ani it (19,660) (8,054) (3.914)
Trade accounts payable . . ... ... ... i i i it et 7,899 28,690 (6,808) -
Other liabilities ... ............. e 88,240 - . 135,506 58,323
Other, net ........ B e, e e L. _.22454 . | 30411 _ (37,681
Net Cash From Operating Actlvmes ........... . 424,190 571,087 387,023
Cash Flow From (Used in) Investing Actlvmes ’ ’ T )
Acquisitions of property and equipment .. ... ... R < (234961)  (256,108) (228,854)
Acquisition of BUSINESSES . . ...\ v oo e (17,109) (23,590)
Proceeds from sale of facilities. . .. ... ooovvtin i 19283 31,818 B
Purchases of intangibles and otherinvestments. . .......... ..o it {18,449) (8,990) —
Purchase of marketable securities, Net. . .. ..o ivur i i i e _ — (72,438)
Sales of marketable SeCUrities ..........o.vveiiuiiiniaia.s o R — 72,438 —
Net Cash (Used in) Investing Actmtles ..................... P TR e (251,236) T -(184,432) (301,292)
Cash Flow From (Used m) Fmancmg Actlwtles T : )
Payment to Abbott for international assets .. ..........c.oeiiiiiiiiiaas PP (126,235) (116,727} —
Common stock repurchased. . . ... ..o i i e (299,766) — ) —
Issuance of long-term debt, net of fees pald ............... e eaaaaas — 15,252 1,393,344 .
Repayment of long-termdebt . ..........0 ool e e Vaaea s (144) . (124) (700,000)
Other borrowings, net . ... ..o e ey Ceraresas - 2,653 . 1,385 —
Excess tax benefit from stock-based compensation arrangements e L. 3,403 — —
" Proceeds from stock options exercised. .. ..., 0.0 ia et Toleoaes vt 42,361 118819 23,046
Net transactions with Abbott Laboratories prior to spin-off . ..........u0%, 2wicis, e 24,209
Pre-distribution dividend to Abbott . . . .. e N A . e T (700,000)
Net Cash {Used m) From Fmancmg ActvVities . .. ..ot i L. 4371728y . 8,605 . 40,599
Effect of exchange rate changes on cash and cash equivalents .. .................... 16200 ., (2,345 1,365
Net change in cash and cash equwalents. e e e r o (198,565) ., ---392,915 - 127,695
Cash and cash equivalents at beginning of period. ............\ e 520,610 127695 . —
Cash and cash equivalents at end of period . 7. ... ... ...oiiann, ceeeeeeeee.. §322045 8 520610 8 127,695

Supplementat Cash Flow Information v

Cash paid during the year(1):
8353 (]
INCOME TAXES, T . o\ vttt iemenen et eeiasanasesonsasasreraananaannans

(1) Cash payments were made on a combined basis by Abbott prior to April 30, 2004.

$ 43989 $ 37,730
$ 28592 § 27,193

$ 2207
$ 30,699

The accompanying notes are.an integral part of these consolidated financial statements.
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Hospira, Inc.
..-Consolidated Balance Sheets - 1,

‘(dollars in'thousands) '

. Assets -
Current Assets: o j '
Cashandcashequivalents ...... ... .. .o i,
Trade receivables, less allowances Of $13 688 in 2006 and $16,887 in 2005. .
Inventories:
Finished products ............. e
WOTK iN PrOCESS . oottt et it ir i e S
Materials. ... .o e e
Total inventories ... i e
Deferred iNCOME taXES . ...\ it i it iiieae e e avrnnrnneens i
Prepaid expenses and other receivables. ......................... e
Total Current Assets. . .......ovieiiiiiienen .. e
Property and equipment, at COSt .. ... ..o rent i e
Less: accumulated depreciation. . ........ o i it e
Net Property and Equipment........... ... .. o i,
Intangible assets, net of amortization............. et Teiin .
Goodwill ..o .. e e e

Total Assets _ o )
: Liabilities and Shareholders’ Equity
Current Liabilities: '
Short-term bOrmowings .. ... .. ... e
Trade accounts payable ....... ... . i
Salaries, wages and commissions. ... .......... ... o i e,
Other accrued liabilities . .. . .. et e e e e
Due to Abbott, DEL . .
Total Current Liabilities. ... ......... ... o oo i
Long-term debt. . ... ooii i e
Deferred inCome takes .. ... ..o i e e
Post-retirement obligations and other long-term liabilities ...................
Commitments and Contingencies
Shareholders’ Equity:
CommON SLOCK + . - oo ittt e
Preferred stock. ... ... oo et
Treasury stock, a1 COSE. ... ..o ettt e
Unearned comMpPensation. .. ... ..t iiiiiiiiitiaiinaaaeeaanraanaanenn

Retained earnings .. .. ... .ot e
Accumulated other comprehensive (loss) ...t e

Total Liabilities and Shareholders’ Equity .............coooiii ...
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December 31

2006

2005

$ 322,045 $ 520,610

Additional paid-incapital . ...................... e e

Total Shareholders’ Equity .. ... :

335334 327,146
405,781 300,860
85,849 71,449
135,304 137,959
626,934 510,268
139,945 144,124
98,632 59,017
1,522,890 1,561,165
2273124 2,181,022
1,233,693 1,190,209
1,039,431 990,813
17,103 14,926
91,857 89,197
76,367 17,692
31,341 13,928
68,598 101,461
32847587 $2,789,182
$ 4532 % 2579
130,968 129,865
102,037 107,615
368,689 277,098
— 79,079
606,226 596,236
702,044 695,285
2,936 3,958
175,292 165,836
1,635 1,617
(299,766) —
— (263)
1,033,345 943,577
676,639 438,960
. (50,764)  (56,024)
1,361,089 1,327,867

$2,847,587 $2,789,182

The accompanying notes-are an.integral part of these consolidated financial statements.




Hospira, Inc.
Consolidated Statements of Changes in Shareholders’ Equity

(dollars and shares in thousands)

Net
Accumulated . Investment in
Other Additional Hospira. Inc, !
Common Stock Comprehensive Paid-in by Abbott Treasury Unearned Retained
Shares Amaunt 1 (Loss) Capital Laboratories Stock Compensation Earnings® -+ __ Taotal
Balances at December 31, 2003, . . —_ - ${27,479) _ $1,480,943 $ — 3 — 3 — . §1,453.464
Net Income. .o .vvvuvinn. - — — — - 98,230 - —_ — 203.322- ° 301582
Other comprehensive doss .. ... . — — (33,107) - - — . — — — (33107}
Net transactions with Abbott . . . . — - 7 48475 — (116,974} — — — (68,499}
Pre-distribution dividend to S
Abbott .......... ... - — — -_ (700,000) - — — (700.000)
Elimination of reporting lag for
international operations. . . .. . — — — — 5041 — — — 5041
Issuance of commaon stock in .
connectien with the . h
distribution ..o e 156,043 1,560 - 765,680 (767,240} — — , — —
Changes in sharcholders’ equity '
related to incentive stock
PIOREAMS. . ..o 927 1 - 25572 — — 14 - 25,468
Bolances at December 31, 2004, . . 156,970 $1,570 $(12,111) $ 791,252 3 — § — $(114 $203.322 $ 983919
Netlncome. . ... ovvvennnn.n - — —_ — - — — , 235638 235,638
Other comprehensive loss .., . .. — -— (43,913) — — — — - {43,913)
Changes in sharcholders’ equity N . .o . .
related to incentive stock
PRORTAMS, + 4 v w v dea s 4,698 a7 — 140,346 — _ (149) -— 140,244
Adjustment to deferred taxes .
existing as of the spin-off date . . o — — 11,979 — — — 11,979
Balances a1 December 31, 2005, . . 151,668 . $1617 $(56,024) . 5 943577 b3 —. § — §(263 $438.960 $1,327.867
Netlncome. . .............. - — — —_ — — —_ 237,679 237679
Other comprehensive income. . . . — — 16,001 ) — — — — — 16,001
SIFAS No. 158 transition amount, . '
net of tax of $9,376 — - (10,741} — — — — — (10.741)
Common stock repurchases , .. . . (7.584) — — — — (299,766) = - (299,766)
Changes in sharcholders” equity
related to incentive stock
PIOGIAMS, o v\ v e e e e 1800 18 — 89,768 —_ — 263 T 90,049
Balances at December 31, 2006. . . 155,884 51,635 $(50,764) $1,033,345 5 — $(299,766) 5 — 5676.639 $1.361,089
* For the period subscquent 1o April 30, 2004,
. . f R PN
. . A
, .
. LN | * .
. LT
N 1 : 1 . [l
! booey o ¢
b . A
s . i -
' P
The accompanying notes are an-integral part of these consolidated financial statements.
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Hospira, Inc.
y .Notes to Consolidated Financial Statements
Note l—Summary of Slgmﬂcant Accounting Policies , .
Description of Business

Hosp;ra develops, manufactures and markets specialty injectable pharmaceutlcals and medication
delivery systems, which are focused on improving the productivity, safety and efﬁcacy of patient care.
Hospira also provides contract manufacturing services to pharmaceutncai and bloteehnology companies for
formulation development, flllmg and finishing of injectable pharmaceuticals. Hospira’s broad portfolio of -
products is. used by hospitals and alternate site providers, such as clinics, home healthcare providers and
long-term care facilities.

Basis of Presentation
{ i
Hosplra was incorporated in Delaware as a wholly-owned, sub51dlary of Abbott Laboratories
(“Abbott”) on September 16, 2003, as part of a plan by Abbott to create a separate company relating to the
manufacture and sale of hospital products. Most of what was then Abbott’s ‘Hospital Products segment and
a portior of Abbott’s International segment were transferred to Hospira as part.of its spin-off from

Abbott. ‘

+On April 30, 2004 (the “spin-off date”), Abbott transferred the assets and liabilities comprising the
hospital products business to Hospira, except as noted below, and consummated the spin-off of Hospira by
distributing all of the shares of Hospira’s common stock to Abbott shareholders in the form of a dividend
of one share of Hospira’s, common stock, and the associated preferred stock purchase right, for every ten
Abbott common shares.

In connection with the spin-off, Hospira and Abbott agreed that the legal transfer of certain
operations and assets {net of liabilities) outside the United States would occur, and be completed, within a
two-year period after the spin-off. During the transition period, these operations and net assets were used
in the conduct of Hospira’s international business and Hospira was subject to the risks and entitled to the
benefits generated by such operations and net assets. Hospira was dependent on Abbott’s international- .
infrastructure until such legal transfers occurred in each mternatlona] country. These transfers were
completed in the second quarter of 2006. « '

" The accompanymg consohdated financial statements reflect Hospira’s operatlons as a separate,
stand-alone entity subsequent to Aprll 30, 2004, combined with the hrstorlcal operations of Hospira when it
operated as part of Abbott prior to the spin-off. For the periods prior to Apnl 30, 2004, during which
Hospira operated as part of Abbott, Abbott provrded Hospira with various services, including finance,
legal, internal audit, public affairs, human resources and other services. The historical financial statements
include expense allocations related to these services and Hospira considers these allocations to be
reasonable refléctions of the utilization of services provided. Intercompany accounts with Abbott have
been combined with invested capital and reported in the consolidated financial statements as Net
Investment in Hospira, Inc: by Abbott Laboratories for periods prior to April 30, 2004,

The financial mformatron in these financial statements does not include all the expenses that would
have been incurred and does not reflect Hospira’s results of operations, financial position and cash flows
had Hospira been a stand-alone entity prior to April 30, 2004. Because a direct ownership relatlonshlp did
not exist among all the various units comprising Hospira, Net Investment in Hospira, Inc. by Abbott
Laboratories is shown in lieu of shareholders’ equity in the consolidated fmanmal stafements prior to
April 30,2004, '
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Reclassification

Certain prior year amounts have been reclassified for comparative purposes The reclassmcatlons did
not affect net income or sharcholders’ equity. o . :

L] .

Use of Estimates

The financial stateménts have been prepared in accordance with accounting principles generally
accepted in the United States and necessarily include amounts based on estimates and assumptions by
management Actual results cotild differ from those amounts. Slgmflcant estimates include, but are not
limited to, provisions for chargebacks and rebates, mventory and aclounts receivable exposure reserves
income tax liabilities, pension and other post—retlrement benefits lizbilities, and loss contmgencxes
Revenue Recognition ! . .

Hospira recognizes revenues from product sales when persuasive evidence of an arrangement exists,
delivery has occurred, the price is fixed and’ determmable and collectlbllrty is reasonably assured. For .
other than certain drug delivery pumps “and mjectable pharmaceutical contract manufacturmg, product
revenue is recognized when products are delivered and title passes. In certain c1rcumstances Hospira
enters into arrangements in which it provides multlple elements to its customiers. In these & ¢ases, total
revenue is divided among the separate units of accounting (deliverables) based on their relative fair value
and is recognized for each deliverable in accordance with the applicable revenue recognition criteria. The
recognition of revenue is delayed if there are significant post- dellvery obllgatloﬂs such as installation.or
customer acceptance. . ; . e

For drug delivery pumps, revenue is typically derived under one of three types of arrdngements
outright sales of the drug delivery pump; placements under lease arrangements; and placements under
contracts that include associated disposable set purchases: For lease agreements under which Hospira’s
warranty obligation extends through the entire term are accounted for as operating leases: For thesc,
Hospira recognizes revenue over the lease term; which averages five years. For leases under which
Hospira’s warranty obligation is limited to approximately one year, Hospira accounts for these as sales-type -
leases, under which the discounted sales value of the drug delivery pump is recorded as revenue vpon
placement with the customer. Hospira has contractual arrangements with certain customers whereby it
places drug delivery pumps at customer sites, and the customers agree to purchase minimum levels of
disposable products (sets) that are used with the pumps. These arrangements do not include any upfront
fees or payments. The contractual arrangements generally set forth fixed prices for the purchases of the
disposable products whete the prices for the disposables do not change over the term of the arrangement
other than, in some cases, for changes in Consumer, Price Index provisions. Title for the pumps is retalned
by Hospira throughout these arrangements, and the related asset is deprec1ated over its esttmated useful
life on a straight-line basis. In these placement arrangements, revenue is reCOgnlzed as thé’ disposable
products are delivered, in accordance with SFAS No. 48, “Revenue Recogmtlon when nght of Return
Exists,” and SAB No. 104, “Revenue Recognition,”

1 L H] :

Hospira markets a server-based suite of software applications designed to exchange data from a: .-
hospital’s drug information library database to drug delivery pumps throughout the hospital. The
arrangements related to such applications typically include a perpetual software license, software
maintenance and implementation services. Hospira recognizes revenue related to'these arrangements in
accordance with the provrsrons of Staternent of Position (SOP) 97-2, “Software Révenue Recognltlon as
amended. Software licensé revenue and 1mplementatlon service revenue are generally recognized upen
completion of related obligations or customer acceptance and software maintenance rsevenue is recognlzed
ratably over the contract period.
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Injectable pharmaceutical contract manufacturing involves filling customers’ active pharmaceutical
ingredients (“API”) into delivery systems. Under these arrangements, customers’ APl is often consigned to
Hospira and revenue is recorded for the materials and labor provided by Hospira, plus a profit, upon
shipment to the customer.

Upon recognizing revenue from a sale, Hospira records an estimate for certain items that reduce gross
sales in arriving at its reported net sales for each period. These items include chargebacks, rebates and
other items (such as cash discounts and returns). Provisions for chargebacks and rebates represent the
most significant and complex of these estimates.

Chargebacks—Hosplra sells a significant portion of its specialty injectable pharmaceutical products
through wholesalers, which maintain inventories of Hospira products and later sell those products to end
customers. In connection with its sales and marketing efforts, Hospira negotiates prices with end customers
for certain products under pricing agreements (including, for example, group purchasing organization
contracts). Consistent with industry practice, the negotiated end customer prices are typically lower than
the prices charged to the wholesalers,

When an end customer purchases a Hospira product that is covered by a pricing agreement from a
wholesaler, the end customer pays the wholesaler the price determined under the pricing agreement. The
wholesaler is then entitled to charge Hospira back for the difference between the price the wholesaler paid
Hospira and the contract price paid by the end customer (a “chargeback”). This process is necessary to
enable Hospira to track actual sales to the end customer, which is essential information to run the business
effectively. Scttlement of chargebacks generally OCeurs between 30 and 40 days after the sale to
wholcsalers i :

To account for the chargeback, Hospira records the initial sale to a wholesaler at the price mvo:ced to
the wholesaler and at the same time, records a provision equal to the estimated amount the wholesaler will
later charge back to Hospira, reducing gross sales and trade receivables. This provision must be estimated
because the actual end customer and applicable pricing terms may vary at the time of the sale to the
wholesaler. Accordingly, the most significant estimates inherent in the initial chargeback provision relate
to the volume of sales to the wholesalers that will be subject to chargeback and the ultimate end customer
contract price. These estimates are based primarily on an analysis of Hospira’s product sales and most
recent historical average chargeback credits by product, estimated wholesaler inventory levels, current
contract pricing, anticipated future contract pricing changes and claims processing lag time. Hospira
estimates the levels of inventory at the wholesalers through analysis of wholesaler purchases and inventory '
data obtained directly from certain of the wholesalers. A one percent decrease in end customer contract
prices for sales pending chargeback at December 31, 2006 would decrease net sales and income before
income taxes by $1.3 million. A one percent increase in wholesale units sold subject to chargebacks at
December 31, 2006 would decrease net sales and income before income taxes by $1.4 million.

Hospira regularly monitors the provision for chargebacks and makes adjustments when it believes the
actual chargebacks may differ from estimates. At December 31, 2006 and 2005, chargebacks of
$42.9 million and $64.2 million, respectively, were recorded as a reduction in trade receivables. The
methodology used to estimate and provide for chargebacks was consistent across all periods presented.

Rebates—Hospira primarily offers rebates to direct customers, customers who purchase from certain
wholesalers at end customer contract prices and government agencies, which administer various programs
such as Medicaid. Direct rebates are generally rebates paid to direct purchasing customers based on a
contracted discount applied to the direct customer’s purchases. Indirect rebates are rebates paid to
“indirect customers” that have purchased Hospira products from a wholesaler under a pricing agreement
with Hospira. Governmental agency rebates are amounts owed based on legal requirements with public-
sector benefit providers (such as Medicaid), after the final dispensing of the product by a pharmacy to a
benefit plan participant. Rebate amounts are usually based upon the volume of purchases. Hospira
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estimates the amount of the rebate due at the time of sale, and records the liability and a reduction of.gross
sales at the same time the product sale is recorded. Settlemnent of the rebate generally occurs from three to
12 months after sale. . L : o

In determining provisions for rebates to direct customers, Hospira considers the volume of eligible
purchases by these customers and the rebate terms. In determining rebates on sales through wholesalers,
Hospira considers the volume of eligible contract purchases, the rebate terms and the estimated level of
inventory at the wholesalers that would be subject-to a rebate, which is estimated as described above under
“Chargebacks.” Upon receipt of a chargeback, due to the availability of product and customer specific
information, Hospira can then establish a specific provision for fees or rebates based on the specific terms
of each agreement. Rebates under governmental programs are based on the estimated volume of products
sold subject to these programs. Each period the estimates are reviewed and revised, if necessary, in
conjunction with a review of contract volumes within the period. Adjustments related 1o prior period sales
have not been material in any period. :

Hospira regularly analyzes the historical rebate trends and makes adJustments to recorded reserves for
changes in trends and terms of rebate programs. At December 31, 2006 and 2005, accrued rebates of
$65.1 million and $83 5 million, respectively, are included in other accrued liabilities. The methodology |
used to estimate and provide for rebates was consistent across all periods presented

C oncentratton of Risk

Fmanual instruments that are subject 1o concentratlons of credit risk consist prlmanly of Cd%h and
cash equivalents, marketable securities, and trade receivables. Hospira holds cash and invests in cash
equivalents and marketable securities financial instruments with a diversified group of major financial
institutions to limit the amount of credit' exposure to non-performance by any one institution. For 2006 and
2005, four U.S. wholesalers accotinted for approximately 38% and 39%, respectively, of net trade ~
receivables. No end customer accounted for more than 10% of net sales (gross sales less reductions.for
wholesaler chargebacks rebates and other allowances) Sales through the same four U.S. wholesalers
notéd above accounted for approximately 41%; 42% and 39% of net sales in 2006, 2005 and 2004,
respectively. Sales relaled to GPO contracts amounted 10 $l 4 bllllon in 2006 and $1.3 bl“l()n in both 2005
and 2004 ' :

"4
'

Loss Confingencies

Hospira accounts for contmgent losses in accordance with Stalement of Financial Accounting
Standards (“SFAS”) No. 5, “Accounting for Contmgcnc1es” (“SFAS No. 57). Under SFAS No. 5, loss
contingency provisions are recorded for probable losses at management’s best estimate of a loss, or when a
best estimate cannot be made, a minimum loss contingency amount is recorded. These estimates are often
initially developed substantially earlier than the ultimate loss is known, and the estimates are refined each
accounting period, as additional information is knéwn. Accordingly; if Hospira is initially unable to

develop a best estimate of loss, the minimum amount, Wthh could be zero, is recorded

L 1

Income Taxes

Hospira’s provision for income taxes is based on taxable income; statutory tax rates, and tdx planning
opportunities available in the variousjurisdictions in which Hospira operates, Significant judgment is
required'in determining the-provision for income taxes-and in evaluating tax positions that are subject to
audits and adjustments. Reserves are established when, despite Hospira’s belief that the tax return
positions are fully supportable, certain positions arc-likely ta be challenged based on the applicable tax
authority’s determination of the positions. Such reserves are based on management’s judgment, utilizing
internal and external tax advisors, and represent the best estimate as to the ultimate outcome of tax audits.
The provision for income taxes includes the impact of changes to reserves. Each quarter, Hospira reviews
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the anticipated mix of income derived from the various taxing jurisdictions and its reserves in accordance .
with SFAS No. 5. Deferred income taxes are provided for the tax effect of temporary drfferences between
the tax basis of assets and lrabrl:tles and their reported amounts in the financial statemeénts at the enacted
statutory rate expected.to bé in effect wheii the taxes are pald Provision for income taxes and forelgn
wtthho!dmg taxes are.not prov1ded for on undistributed earnmgs for certain forelgn subsrdlarres when
Hosprra inténds to reinvest thesé earnings 1ndef1n1tely to meet workmg capltal and plant and equrpment
acqursrtron needs .

i R [

CashandCasthmvalents L . [ T

* ‘Hospira considers all cash mvestments purchased with' an orrglnal maturrty of three months or less 1o
be cash equrvalents o i '

a [ . . PR L e . "
a

Inventories

* Invéntories are stated at the' lower.of cost (first-in, first-out basis) or market. Hospira monitors ‘i
inventory for exposures related to obsolescence, excess and date-expiration, non:conformance, and loss:*"
and-damage, and records a charge to cost of sales for the amount required to reduce the carrying value of
inventory to estimated net realizable value. Such reserves were $48.2 million and $39.6 million at R E
December 31 2006 and 2005, respectlvely Inventory cost mcludes material and conversion costs. .-+ !’

' N PR g .t . p - . . [

Goadw:ll and IntangrbleAssets R TPE S

Goodwill is not amortized but is tested for rmpalrment at least annuaily, or more frequently if an
event occurs or circumstances change that would reduce the fair value of a reporting unit below its carrying
value: Hospira's reporting:units are-the same as its reportable operating segments U S. and International.

The evaluation is based upon the estimatéd fair value of Hospira’s reportmg units compared to the
sum of the carrying value of assets and liabilitics. The annual assessment occurs in the third quarter of each
year. As of the latest assessment, no, 1mpa1rment was mdtcated

+ Goddwill as of December'31, 2006 and 2005 totaled $91.9 million and $89.2 million, respectwely The
increase of $2.7.million in 2006, including the effect of exchange rate changes of $0.8 million, related to the
acquisition of BresaGen Limited, formerly an Australian public company. See Note 2 for more detalls

Intanglble assets primarily teehnology and product rlghts are as follows } '.I :

(dollars in thousands) . ’ o 2006 ‘. 2005 "

/T S P R . $ 44873 § 40,768
Less: accumulated amortization . ... .. i i e (27,770)  (25,842)
. Intangible assets, NEL. ... .. ovveernvinenarenn.n. e - $17,103  § 14,926

. l‘ ) 'l\ ' l‘ i ! * . . -t ' . ' Al f
In the fourth quarter of 2006 Hosprra acqutred the rights to certaln technologles and generic
pharmaceutical products for $4.1 million. These intangible assets are amortized over an average life of 5
years and 8 years, respectively. Yoo

.. In.the third quarter of 2005, Hospira acquired the rights to certain technologies and generic
pharmaceutlca] products.for $5.2 million, including the rights to an Abbreviated New Drug Application .
filed with the Food and.Drug Administration. These 1ntangtble assets are amortized over an average life of
8years Bt T | YRR ' T '

Intanglble assets have defmlte lives and are amortizéd on a stralght lin€ basis over thieir estlmated '
useful lives (3 to 10 years, average 9 years): Intangible asset amortizatich for each of the five succeeding
fiscal years is estimated at $2.7 million for 2007, $2.5 million for 2008, $2.3 million f6r 2009, $2.2 million for
2010 and $2.2 million for 2011.
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Investments . . - )

Investments in compames m Wthl’l Hosplra has mgmfrcant mﬂuence but less than a contro]lmg votmg
mterest aré accounted for usmg the equity method Slgmflcant mﬂuence 1s generally déemed to exrst if
Hospira ‘has an ownershlp mterest in the voting. stock of the investee of between 20% and 50%, although
other factors, 'suich as representations on the 1nvestee s Board of Dlrectors are consrdered in determmmg
whethier the equ1ty method of accountmg is appropriate.

-

Investments in companies in wh1ch Hospira does not have a controllmg interest or is unable to exert
significant influence are accounted for at market value if the investments are publicly traded (“available-
for-sale investments”). Investments that are not publicly traded are accounted for using the cost method.
Unrealized gains and losses on available-for-sale investments accounted for at market value are reported
net-of-tax, in accumulated other comprehensive loss until the investment is sold or comudered impaired, at
which time the realized gain or loss is charged to other (income) expense, net.

Hospira regularly, reviews its investments to.determine whether an other- than-temporary decline in
market-value exists. Hospira considers factors-affecting the investee, factors affecting the industry the-.
investee operates in, and general equity market trends. Hospira considers the length of time an "+ .,
investment’s market value has been below carrying value and the near-term prospects for recovery to -
carrying value. When Hospira determines that an other-than-temporary decline has occurred, the carrying:
basis of the security is written down to fair value and the amount of the wrlte down is mcluded in other
(mcome) expense, net. ‘ T T

Property and Eqmpment

" Depreciation and amortlzanon are provnded ona Stralght line basts over! the estimated useful 11ves of

the assets. Property and equ1pment at cost (in thousands) consists of the following: . >

- o 2006 - 2005 """ Estimated Useful Life

Classrﬁcanon -

Land................ooiiinn $ 30,609 $-° 29934 "N/A

Buildings ........:.00 ..o 418,276 . 390,793 10 to 50 years (average 28 years)

Equipment. -........... A A 1,334,400 . . 1,195,882 . 3 to 20 years (average 8 years).

Construction in progress:. . . .. Wi © 172,111 198,107 . N/A - :

Instruments placed with customers. ... .. _ 317,722 366,306 3 to 7 years (average 5 years)

Property and equipment at cost...... ... L 2,273,124 2,181,022 ;

Less: accumulated depreciation and o ey
AMOTtiZation .. ......oovvueuerrnnnn, (1,233,693)  (1,190,209) . 4

Net property_ an_d equipment ........... $ 1,039,431 $ 990,813 «+ . - . oo

Lt - . L. v L

Instruments placed w1th customers are drug dellvery systems placed wrth or leased to customers under
operatmgleases' . o C I O A

1 . f ' : L ) ) . . ‘T 1 . Voo ! v

-

.Impamnent of Long-Lwed Assets ‘ A e

The carryingwvalue of long-lived assets, including intangible assets and property and equipment, are
reviewed whenever events or changes in circumstances indicate that the related.carrying amounts may not -
be recoverable. Determining the extent of an impairment, if any, typically requires various estimates and -
assumptions including cash flows directly attributable to the asset, the useful life of the asset and residual
value, if any. When necessary, Hospira uses internal cash flow estimates, quoted market prices and .
appralsals as appropriate to determme fair value In addmon the remalmng useful life of the 1mpa1red :
asset is revrsed if necessary. ‘ i ) : .

Vo P i
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Capitalized Software Costs o : .

Costs mcurred durmg the application development stage of software projects that are developed or
obtamed for 1nternal usé are capitalized. At December 31, 2006 and 2005, unamortized capltallzed
software costs totaled $85.9 million and $77.8 mllllon respectively. Such capitalized amounts will be
amortized ratably over the expected lives of the projects when they become operational, not to exceed ten
years. Amoruzatlon was $13.4 million, $7.5 million and $3.2 million for 2006, 2005 and 2004, respectively,
and is included in depreuatlon in the consolidated statements of cash flows. Amortization of capitalized
software pnor to the spin-off mcludes amounts allocated from Abbott. _

Capttahzed Interest

Hospira follows SFAS No. 34, “Capitalization of Interest Cost,” to determine the interest tobe
capitalized during the construction period for projects under construction. Hospira recorded capitalized
interest of $13.4 million, $10.5 million and $5.5 million in 2006, 2005 and 2004, respectlvely Capitalized
mterest prior to the spm off represents amounts allocated from Abbott.

-

Research and Deveiopment Costs ' ' S

'
]

- Internal research and development costs are expensed as mcurred Clmlcal trial costs incurred by third
pames are expensed as the contracted work is performed. Where contingent milestone payments are due’
to third parties under research and development arrangements, the milestone payment obligations are
expensed when the milestone results are achieved. Revenue from third- -party research and development is
recorded upon completlon of all obligations under the contract and is not significant.

Translatmn Ad;ustments

For foreign operations in highly inflationary economies, translation. gains and losses are included in’
net foreign exchange (gain) loss. For remaining foreign operations, translation adjustments are included as
a component of accumulated other comprehensive loss. .

Stock-Based Compensation . ‘ . - ‘

On January 1, 2006, Hospira adopted SFAS No. 123R, “Share-Based Payment,” which requires, =
among other changes, that the cost resulting from all share-based payment transactions be recognized as
compensation cost over the vesting period based on the fair value of the instrument on the date of grant.
Under SFAS No. 123R, Hospira uses the Black-Scholes option valuation model to determine the fair value
of stock options. The fair value model includes various assumptions, including the expected volatility and .
expected life of the awards. These assumptions reflect Hospira’s best estimates, but they involve inherent -
uncertainties based on market conditions generally outside of Hospira’s control. As a result, if other
assumptions had been used, stock-based compensation expense, as calcutated and recorded under SFAS
No. 123R, could have been materially impacted. Furthermore, if Hospira uses different assumptions in
future periods, stock-based compensation expense could be materially impacted in future, periods. "
Restricted stock awards to non-employee directors are amortized over their vesting perlod with a charge to
compensation expense. _ e . <L

Penswn and Post Retlrement Benefits

Hosplra develops Iong-term assumptions, the most significant of which are the dlscount rate, thet - -~
expected rate of return on plan assets, and healthcare cost trend rate. For these assumptions, management,
consults with actuaries, monitors plan provisions and demographlcs and reviews publrc market data and - !

general economic information.

|
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The discount rate estimate for the current year is based on a proprietary yield curve developed by
third- -party actuaries, while prior-year estimates used Moody’s Aa corporate bond index, with
cons1derat10n of dnfferences in duration between the bonds in the mdex and Hospira’s benefit llabllmes
The change in assumptlon did not have a significant |mpact on Hosplra ] 2006 consolidated fmanelal .
statements. The'expected rate of return for, the pension plan represents the average rate of return to be'
earned on plan assets over the period the beneﬁts are expected to be paid. The expected rate of return on _
plan assets is developed from the expected future return of each asset class, weighted by the expected
allocation of pension assets to that asset class. Hospira considers historical performance for the types of
assets in which the plans invest, independent market forecasts, and economic and capital market
conditions. \

Recent Accounting Pronouncements | ) e .

In September 2006, the Financial Accoummg Standards Board (“FASB”) issued Statement of ‘
Financial Accounting Standards No. 157, “Fair Value Measurements” (“SFAS No. 1577). SFAS No. 157 .
clarifies the principle that fair value should be based on the assumptions market participants would use
when pricing an asset or liability and establishes a fair value hierarchy that prioritizes the information used
to develop those assumptions. Under the standard, fair value measurements would be separately disclosed
by level within the fair value hierarchy. SFAS No. 157 is effective for financial statements issued for fiscal
years beginning after November 15, 2007. Hospira of SFAS No. 157 on its financial statements. - - 7

+

In September 2006 the FASB issued Statement of Financial Accounting Standards No. 158,
“Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans—an amendment of
FASB Statements No. 87, 88, 106, and 132(R)” (“SFAS No. 158”). One provision of SFAS No. 158
requires full recognition of the funded status of Hospira’s defined benefit and post-retirement plans. The
incremental effect of the application of this provision on individual line items in the Consolidated Balance
Sheet as of December 31, 2006 is provided in Note 7 of the'consolidated financial statements. Another
provision of SFAS No. 158 requires the measurement of Hospira’s defined benefit plan’s assets and its
obligations to determine the funded status be made as of the end of the fiscal year. Hospira’s current
measurement date is November 30, This provision of SFAS No. 158 is effective for fiscal years ending after
December 15, 2008. Hospira does not anticipate that the impact from adoption of this provision of SFAS
No. 158 will be significant to its financial statements. .

In July 2006, the FASB, issued FASB Interpretation No. 48, “Accounting for Uncertainty in Income
Taxes—an interpretation of FASB Statement No. 109” (“FIN 48”). FIN 48 prescribes a recognition
threshold and measurement attribute for financial statement recognition and measurement of a tax
position taken or expected to be taken in a tax return. The interpretation also provides guidance on-
derecognition, classification, interest and penalties, accounting in interim periods, disclosure, and
transition of uncertain tax positions. The provisions of FIN 48 are effective at the beginning of the
first fiscal year that begins after December 15, 2006, with the cumulative effect of the change in accounting
principle recorded as an adjustment to opening retained ecarnings for that year. Hosplra is currently
evaluatmg the potentlal impact of FIN 48 on its financial statements.

Note 2—Acquisitions and Dispositions it

On October 31, 2006, Hospira completed the acquisition of all outstanding shares of BresaGen
Limited (“BresaGen”), formerly an Australian public company listed on the Australian Stock Exchange
for $17.1 million in cash, including transition costs. BresaGen is a biotechnology company that develops
protein and peptide therapeutics. The acquisition resulted in the assumption of $5.4 million of debt, non-
tax deductible goodwill of $1.9 million, acquired in-process research and development of $10.0 million, and
other assets and liabilities, net of $10.6 million. The impact of the acquisition was not material to Hospira’s
results of operations in 2006.
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" In-July 2005, Hospira acquired Physiometrix, Inc.; a developer of non-invasive medical devices. The
acquisition broadened Hospira’s portfolio of products for the hospital operating room-and intensive-care -
unit, providing brain-function monitoring devices used during surgical and diagnostic procedures. Hospira-
paid $23.6 million in.cash for all outstanding shares of Physiometrix, plus transaction costs, and assumed .
Physiometrix’s debt of $1 million. The acquisition resulted in intangible assets of $9.9 million that will be -
amortized over-10 years, non-tax deductible goodwill of $8.2 million, net deferred tax assets of. $8.0 million’
and other assets and liabilities, net of $(1.5) million. The 1mpact of the acqu1smon was not material to 4 ..+
Hospira’s results of operations in 2005 and 2006. ‘ T P A B

L'l
1

In May 2005, Hosplra completed a strateglc manufacturlng, commermallzatlon ‘and development . r
agreement with ICU Medical, Inc (“ICU”) and sold its Salt Lake Clty\manufacturmg facility and related
equlprnent and inventory to ICU for $31.8 million in cash. In accordance w1th SFAS No 144, “Accountmg
£or the Impalrment or Disposal of Long-leed Assets” (“SFAS No. 144”) Hosplra recorded an
impairment charge of $2.4 million, representing the amount by which the carrymg valué'of the assets”
exceeded the fair value less cost to sell. In‘connection with the closing of the sale, Hospira recorded a loss
of $13.4 million, which was Hospira’s best estimate of the cost of certain obligations for which Hospira is
required to reimburse ICU over a 24-month period after closing. Both the impairment and the loss related
to obligations assumed were recorded in cost of products sold. Through December 31,2006, cash’ pald
related to these obligations was $6.3 million. During 2006, Hospira reduced its liability by $6.8 million due

ot

to a'change in ICU’s strategy for the manufacturing facility that reduced Hospira’s related obligation. « &

Note 3—Investments . . . e LoTer

Investments consist of the followmg .

NEEET PR 1}

(dollars in thousands) ' - 2006 ' " 2005 '
Investments, at cost(1) e O S -$17,47{)“'$13,‘928;
Investments, at equity(2). . ,.......... O Cvieeiiieeaato. 13871 o o

: o S $31 341 $13,928
¥, ] Y * LIS 'F’ a I S

(1) Cost investments consist of marketable securmes classified as available-for-sale and investments in -
T compames over whlch Hosplra does not have s1gn1f|cant mfluence or ownershlp of more than 20%."

PR i 3 ' by
(2) Equlty investments consist of investments in affiliated compames over,wtnch Hosprra has srgmﬁcant
influence but not the majority of the equity or risks and rewards.

The cumulative net unrealized gains on investments in publicly tradéd equity sécurities accounted for
as available-for-sale investments was $8.4 million and $6.8 million at December 31, 2006 and, 2005,
respectively.. There were no realized gains or losses for the years ended 200_6 2005‘4!14 2004, Hospira’s .,
share of losses of the investees of equity investments made after the spin-off was $0.5 million for the year,
ended 2006, and no losses or-earnings in 2005 and 2004, 4 : R S oL
Note 4—Restructuring Plan ‘ _ . T

Hospira‘announced plans to close manufacturing plants in Donegal,-Ireland in Aligust 2005;and ™
Ashland, Ohio andMontreal, Canada in February 2006. Hospira-also provided thi¢ plannéd timeling' for-
phasing out productlon at a leased facility'in Abbott Laboratories’ North Chicago, Tllinois campus. Hosplra
eXpects to incur aggregate restructurmg charges related to these actions in'thé range of $75 million to’' - "
$95 million on a pre-tax basis. The restructuring costs are'eéxpected to be incurred through 2009 and cons1st
prlmanly ‘'of costs related to $éverance and certain other employee benéfit costs, additional depI‘EClathI’l
resulting'from the decréased useful tives of the buildings and certain equnpment and other ex1t costs. -~ '
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Hospira recorded:pre-tax restructuring charges of $43.6 million in cost of products sold in 2006. Of the
total charges, $15.6 million was recorded in.the U.S. segment and $28.0 million in the International
segment. Hospira has incurred $52.1 million to date for restructuring chargesrelated to these actions. In
May 2006, the Donegal, Ireland manufacturing plant was sold for $11.5 million, resulting in a pre-tax gain
of $7.9 million, which is reported in cost of products sold in the International segment. Hospira continued
to occupy the plant under-a shorf-term lease until all product transfers.were completed in November 2006.
In September 2006, the Montreal manufacturing plant was sold for $7.8 million, resulting in a pre-tax gain
of $3.1 million, of which the full amount is being deferred and will be recognized at the end of the lease-
back term. Hospira will continue to occupy the plant under a lease until all product transfers are
completed which is currently ant1c1pated to be'in the first half of 2008. Hospira is currently evaluating the
potenual drsposmon of its Ashland Ohio manufacturmg plant and has begun to take the steps necessary to
prepare for such dlsposmon mcludmg conducting environmental studies. At December 31, 2006, Hospira
has estrmated and recorded $0.6;million of environmental clean- -up costs related to these actlons

In 2(}05 Hospira lncurred pte-tax restructuring charges of $8.5 mllllOl‘l which were recorded n cost of
products so]d in the International segment : . : .

" The fo]lowmg summarizes the restructuring activity:
b . - "~

P T Bl

o+ . N ' l;]mployee-Related Accelerated v

(dolars in thousands) e “ ' ‘Benefit Costs(1) Depreciation ~Other. - . -Total
Balance at January 1,2005............ ... $ — h J— $ = 3 —
Costsincurred....................... P . 7,313 921 .. 313 ., 8,547
Payments . _............, e F e (49) ) L — (313} - {362)
Noncashitems............... .. .. ..., ' — 921y v — o {921)
Balance at December 31,2005.................. - 7,264 — S 1,264
Costs incurred. ... . 35,354 5,822 2,439 43,615
Payments........... e e SN - (25,287) — < {(L017Y  (26,304)
Noncashitems /.....................oo _ (858) (5822 - (113  (6,793)
Balance at December 31,2006 .. ...\ o'n.. ... $ 16,473 £ — $ 1,309 $ 17,782

() Includes pension plan curtallment charge of $1.5 million related to the Ashland Ohio plant shutdown
and both a curtailment gain of $0.6 million and a special termmatlon benefrts charge of $1.2 mrlllon
related to the Donegal, Ireland plant shutdown. . o . .

o
]

Note 5—Financial Instruments and Derivatives

Hospira accounts for derivatives in accordance with SFAS No. 133 “Accountmg for Derivative
Instruments and Hedgifig Activities” (“SFAS No. 133”). Hospira’s operations are exposed to currency .
exchange-rate risk, which is mitigated by Hospira’s use of foreign currency forward exchange contracts
(“forward contracts”). Currency exposures include third-party trade payables-and receivables, and .
intercompany loans where the asset or liability is denominated in a currency other than the functlonal
currency of the entity. Forward contract gains and losses on these exposures substantially offset the
remeasurement of the related asset or liability, and both are included'in othet (income) expense, net. In
addition, currency exposures exist for certain subsidiaries for antrcrpated intercompany purchases, firm
commitments, and third-party forecasted transactions expected to be denominated in a foreign currency
due to changes in foreign exchange rates. Forward contract gains and losses related to such exposures are’
also included in other (income) expense, net durmg the term of the forward contract, as they are not
formally designated as hedges under SFAS No. 133. Net forward contract expense | included in other |
(income) expense, net in the consolidated statements of income, and the carrying value and fair value of
forward contracts were not significant.

*




In January 2005, Hospira entéred into interest rate swap transactions whereby the $300 miliion flVC-
year senior unsecured rotes due in June 2009 were effectively converted from fixed tofloating rate debt. |
Hospira records the interest rate swap contracts at fair value and offsets the carrying amount of the fixed--
rate debt by the same amount. At December.31, 2006 and 2005, these interest rate swaps had an aggregate,
fair market value of $(8.2) million and $(8.7) miilion, respectively. If these derivative instruments had been
terminated at Décember 31, 2006 and 2005, this esnmated fair value represents:the: amount'that: Hospira .
would have to pay to counterparties. T vt !_-, W AR R T

The carrying values of certain financial instruments, mcludmg pnmanly cas’h and cash equlvalents
and accounts receivable and payable, approximate their estimated fair values due to their short-term
nature. Fair value of marketable securities and forward contracts is the quoted market prlce of the oA
instrument held. ey

” R : Co. R R

Note 6—Impairment of Long-Lived Assets ' g ) LY S . doe

In accordance with SFAS No. 144, long-lived assets are rev1ewed when events or changes in .
circumstances indicate that the carrying value of the asset may not be recoverable. During 2005, Hospira -
became aware of certain indicators of potential impairment at its Ashland, Ohio and Montreal, Canada
plants, the lowest level for which there are identifiable cash flows. These indicators included higher costs of
manufacturing and lower expected future production volumes. Hospira considered the future cash flows -
expected to result from the operation of these facilities and found the sum of the expected future cash '
flows (undiscounted) to be less than the carrying value of the assets, indicating an impairment:In: w ..
determining the estimated fair values, Hospira considered external appraisals and quoted market prices. -
During 2005, Hospira recorded an impairment charge of $13.1 million-which is reported in cost of products
sold. Of the total impairment, $10.3 million is reported in the U.S. segment and $2.8 million in the
International segment. The impairment related primarily to the carrying values of buildings and machinery
and equipment.'No impairments occurred in 2006. Considerable management judgment is necessary to ; ;
estimate future cash flows and fair values. Accordingly, actual results could vary, sxgmflcantly from.current
estimates, S : . .o . o

Note 7—Pension and Post- Retlrement Beneﬁts ‘ -
e . A ¢ - T o
Retirement plans consist of defined beneflt (“pensnon”) defined contrlbutlon and posl -retirement
medical and dental plans. Plans cover certain employees both in and outside of the United States.

* Irf connection with the spin-off, Hosplra and Abbott entéred into an Employee Beneflts Agreement
which provided that Abbott retain liabilities for pension benefits for U.S. non-union and intérnational
employees who were retired as of the spin-off date and liabilities for post-retirement medlcal and dental
benefits for U.S. non-union employees who i were retired or ellglble to retire as of the spm -off date: *

o
r ! N LA ' vLo L e L

Beneﬁt Plan Changes L . . e T

The peision plan for employees of the Ashland; Ohio plant was merged with the' Hosplra Annity -
Retirement Plan (Hospira’s primary pension plan) on April 1, 2006. As a result of the merger, the plan
obligations of both plans were re-measured. This resulted in a decrease in the additional minimum pension
liability of $24.4 million ($12.9 million net-of-tax). The reduction of the minimum pension liability is
reflected in accumulated other comprehensive income.
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In 2004, Hospira announced a series of benefit plan changes including the enhancement of the
401(k) defined contribution plan, the freezing of the U.S. non-union pension plan and the discontinuation
of the U.S. non-union post-retirement medical and dental plan. The discontinuation of the U.S. non-union
post-retirement medical and dental plan was effective May 1, 2004. Effective December 31, 2004, the U.S.
non-union pension plan was frozen, Eligible employees covered by the plan will continue 10 age into their
benefits and will be entitled to all benefits earned when they retire. Beginning January 1, 2003, all U.S.
non-union employees became eligible to receive an additional company-matching contribution to the -
401(k) ptan and employees that were age 40 and above, as of December 31, 2004, are eligible to receive an
additional company-matchmg contribution for five years.

Net Pension and Medical and Dental Benef it Cost

Net cost recognlzed for the three years ended December 31, for Hosplra s major pension and post—
retirement medical and dental benefit plans, is as follows:

o R Pension Plans - Medical and Dental Plans

(dollars in thousands} : 2006 2005 .. 2004(1) . 2006 2005 2004(1)
Service:cost for benefits earned : .

duringtheyear.................... $ 2,751 $ 2,103 § 22555 $2,102 81437 $§ 6,842
Interest cost on projected beneflt . P

obligations..................... L. .. 24432 22,070 29,594 3,37 3,154 9,777
Expected return on plans’ assets . .. . .. (29,861) (29,428) (35,568) o— — —
Net amortization ................... 3,162, 1,219 3,088 1,747 1932 . 2,702
Curtailment of benefi ts(2) ........ . 2,070 - 1,51 @ — —  (64,636)
Netcost .o vree i inn,. s oo $:2554- 8 (4,036) § 21,240 $7.220 S$e, 523 $(45 ,315)

(€))] Includes costs allocated from Abbott through the spin-off date for all Hosplra employees
Subsequent to-the spin-off, Abbott retained net pension costs for U.S. non-union and international
employees who were retired as of the spin-off date and net medical and dental costs for U.S. non=.
union employees who were retired or eligible to retire as of the spin-off date.

(2) The net curtailment charge for pension plans in 2006 relate to the planned shutdown of the Ashland,
Ohio and Donegal, Ireland plants, and in 2004 the charge relates to accelerated recognition of
previously unrecognized losses and prior service due to the freezing of the U.S. non-union pension *
plan. The curtailment benefit for medical and dental plans in 2004 relates to the discontinuation of
medical and dental benefns for U.S. non-union employees. |

Changes in Benefit Obligations and Ptan Assefs

In 2004, Hospira changed the actuarial valuation measurement date for certain of the pension and
post-retirement plans from December 31 to November 30 to facilitate the planning and reporting process.
The effect of this change did not have a material impact on the consolidated financial statements. o

LI
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.+ Information about the changes in benefit obligations and plan assets for the periods ended
December 31, and the funded status as of December 31, for Hosplra s major U.S. and mternanonal plans is

asfollows ‘ C B ot v, L L PRI
. ) Medical and - 1
' Pension Plans Dental Plans
{dollars in thousands}) o 2006 - 2005 2006 - 2005 . -
Projected benefit obligations at beginning of year........ $426,112 $370,216 §$ 59,556 $ 53,569
Y] AT Te o o o <] A A . 2,751 . 2,103 - 2,102 1;437*
Intcrestcost.................................... ...... . 24,432 - 22,070 - 3,371 3,154

Losses (gains), primarily changes in discount and
medical trend rates, plan design changes and
differences between actual and estimated health care

COSES ... ior s e, ST Ctee.i. . 24555 40,563 (11377) . 4135
Benefitspaid.... .t ..ol e - (14,976) (10,239  (2,319) . (2,739)
Curtailment. ...t e 552 — — e
Other, primarily foreign currency translation............ {302) 1,399 — —
Projectéd benefit obligations atend of year ............. $446,124 $426,112 § 51,333 § 59,556
Plan assets at fair value at beginning of year............. $343,246 $324625 3 — $ ,'r—,;
Actual return on plans’ assets ... ... ...oiiiiiiiiiiii.ns 39.163 24966 - -
Company contributions. . ....... e o 2042 .- 1,668, 2319 ' 2,739,
Benefits paid. . . ...ovveii i e (11,976) "(10,239)  (2,319)  (2,739)
Other, primarily foreign currency translation............ 826 2,226 - — —
Plan assets at fair valugatend of year ......... e, - $373301 $343246 § . — § = —
Funded status ... ... .oy P $(72;823) $(82,866) $(51,333) $(59,556)
Unrecognized actuarial losses,net ..................... — 104,153 — 31,937
Unrecognized prior service cost ..........ouviveinn.... — 1,573 — . (1,070)
Net (accrued) prepaid benefit Cost ... .. ooperinsvzee L $(72,823) .§ 22,860, $(51333) $(28,689)
Amount recognized in the consolidated balance sheet R g . ..
Prepaid benefitcost............ ... oo $§ 3,052 $-4106 $ -5 —
Intangible assets. . . ... e e — 1,573 - =
Accrued benefitcost .......... ... AU O S - (75,875)  (80,909) (51,333) (28,689}
Accumulated other comprehensive loss................. — 98,090 — —
Net (accrucd) prepald beneflt COSt........... e Soeeee. o $(72,823) $ 22,860 $(51,333) $(28l,689)'
Recognized in Accumulated Other Comprehensive Loss: R T
Net Actuarial Loss . ...x............. e . $ 95,064 $ 18,706 .

Net Prior Service Cost. .......coooaviinnn, e - | (963)
Net transition {Asset) Obligation ......... e R = L —
Total Recognized .................................... $ 95,114 $ 17,743
teps . o ] oty e R TR [ _._-__ ek

" The estimated actuariat loss that will be amortlzed from accumulated other comprehenswe income
into net périodic pension cost during 2007 is $4.6 million. u .
The estimated actuarial loss and net prior service cost that will be amortized from accumulated other
comprehensive income into net periodic medical and dental benefit cost during 2007 are $0.9 millicn and

$(0.9) million, respectively.
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As of December 31, 2005, the accumulated benefit obligation for Hospira’s primary pension plans was
approximately $418.0 million. For such pension plans where the accumulated benefit obligations exceeded
plan assets at December 31, 2005, the aggregate accumulated benefit obligations were $402.6 million, the
projected benefit obligations were $402.6 million, and the aggregate plan assets were $321.7 million. As a
result of this, in 2005, minimum pension liabilities were recognized, and charges to accumulated other
comprehensive loss were $35.1 million, net of taxes.

Application of SFAS No. 158 as of December 31, 2006

[n September 2006, the FASB issued SFAS No. 158. Qne provision of SFAS No. 158 requires full
recognmon of the funded status of Hospira’s defined benefit and post- retlrcment plans. Adoption of this
provision did not impact earnings.

The following table indicates the pre-tax incremental effect of the application of SFAS No 158 on
individual line items in the Consohdated Balance Sheet at Decémber 31, 2006 for Hospira’s major ULS,
and international plans.

Before After

(dollars in thousands) . © SFASNo.158  Adjustment  SFAS No. 158
Pension Plans: - :
Prepaid benefit cost. . ... ... e e $§ 359 $ (544) ' § 3,052
Accrued benefit liability .. ........... i L e (75,6006) (269) (75,875)
Accumulated other comprehenswe INCOME, ...ovvviiniiinns 94,301 813 95,114
Medical and Dental Plans: . ) L -‘
Prepaid benefitcost...........0. .0 oo ii $ - 5 — $ —
Accrued benefit liability ...........0.. oo o e (33,590)  (17,743) (51,333)
Accumulated other comprehensive income. .. ................ — 17,743 17,743
Actuarial Assumptions

Actuarial weighted averagc assumpnons for Hospira’s primary plans used in determmmg pensnon and
medical and dental plan information are as follows:

2006 2005 2004 ¢

Weighted average assumptions used to determine benefit obligations at the

measurement date: ) ) ..
Discountrate. . ........coouvverrennn, D 57% 57% 6.0%

Expected aggregate average long-term change in compensation............ C36%  36%  35%
Weighted average assumptions used to determine net benefit cost for the year: s ’

DISCOUNE FATE. L. . ot e e 57% 60% 62%
Expected long-term rate of returnon planassets. . ........ ... il 849% 85% B.&6%
Expected aggregate average long-term change in compensation. . ... S 36% 35% 4.5%

The overall expected long-term rate of return on plan assets is developed from the expected future
return of each asset class, weighted by the expected allocation of pension assets to that asset class. Hospira
considers historical performance for the types of assets in which the plans invest, independent market C
forecasts, and economic and capltal market conditions.
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The assumed healthcare cost trend rates for Hosplra 5 prlmary medical and dental plans are as
follows: . : . . -

2006 2005 2004

Healthcare cost trend rate assumed for the next year:

Pre-65yearsofage ...l 8% 10% 10%
Post-65 yearsofage. ............... ... e o 10% 10% 0%
Rate that the cost trend rate gradually declines to: : :
Pres65 years of 826 ... ..oveeeiiin i 5% 5% 5%
Post-65 years of age. .....ooivi v 5% 5% 5%
Year that rate reaches the assumed ultimate rate: St a
Pre-65 years of g€ ... vvueeieniir e 2012 ° 2010 2009
Post-65 yearsofage. ... 2011 2010 2009

RN

A one percentage point increase/(decrease) in the assumed healthcare cost trend rate, with other
assumptlons held constant, would increase/(decrease) the service and interest components of net post-
retirement medical and dental cost for the year ended December 31, 2006, by approximately y
$1,041/($1,049), and would increase/(decrease) the accumulated post-renrement benefit obhgdnon by
approximately $6,071/($5,136).

Pension Plan Assets ) L

The weighted average gassei allocation for Hospira's U.S. pension pléns at December 31, and target
allocation by asset category are as follows:

n. t s

’ . Target Percentage of plan assets at
Asset Category . : ) Allocation 2006 2005 _
U.S. & international equity securities ....... Co 60% 61% 61%
Debtsecurities. .. ......coavvannn.. el 40% 39% 39%

TOAL . oo e et W00%  100% - 100%

R

The investment mix between equity securities and debt securities is based upon achieving a desired
return, balancing higher return, more volatile equity securities, and lower return, less voldtile debt
securities. In addition, the mix between equity securities and debt securities is consistent with the long-
term nature of the plans’ benefit obligations. Investment allocations are made across a range of markets,
industry sectors, capitalization sizes, and, in the case of debt securities, maturities and credit quality. The
plans hold no direct investments in securities of Hospira or Abbott.

Cash Funding and Beneﬁt Payments '

Hospira funds its domestic pensmn plans accordmg to IRS funding hmltatlons Hospira did not
contribute any amounts-to its prlmary U.S. pension plan in 2006 and 2003.
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Total benefit payments expected to be paid to participants for the next ten years, which include '
payments funded from company assets for medical and dental benefits as well as paid from the trusts for's
pensions, are as follows:

PR S A . Medical and
(dollars in thousands) Pension Plans . Dental Plans
2007 0o B e 326269, 8 4223
2008 ..o e C1L862 . 2933,
2009 ... .0...... e 13,188 . 4355
71 (| OO S T Lo 14,698 4,410
2000 o e , 16,193 | 4464
Years 2012.through 2016 .............oooieinins.. B - 107,512 7 21,337

L g .
Defined Contribution Plans

Hosplra s employees participated through the spm -off date in'the Abbott Stock Retirement Pian that
is Abbofi’s principal defined contribution plan, and thereafter'in the Hospira 40](k) Retirement Savmgs
Plan. For the years ended Décembet 31, 2006, 2005 and 2004, Hosplra s contributions were $34,798,

$48,101 and'$19,579, respectively. Included in 2005 is a $13,822 special company contnbutlon that was
announced and accrued in 2004,

Note 8—Taxes on Earnings

Earnings before taxes, and the related provisions for taxes on earnings, were as follows:
. Al r

(dollars in lhuusands! 2006 2005 2004
Earnings’ Beforé Taxes o '
Domestic. ... ... e $191,078  $187,904, '$271,425
Foreign .. ..o e 133,619 134, 171 140,095 -
Total ...l e e $324,697 $322,075 $411,520
Taxes on Earnings
Current: R . -
US. Federal ..o o 3099625 % 78949 8§ 51,218
State..... e R S Ll . 8,052 4,045 6,018
. Foreign............ L S s -~ 9808 . . 9,151 5,058
' JTotalcurrent ... .. ... ... ............. . 117,485 92,145 - 62,894
Deferred: a ' ' A
DOMEStC. . e e (26,276) (1,945) 46,606
FOTCIM oo\ v ettt (4,191} (3,763) ' 468"
Totaldefeérred ......... ..o oo o oL, (30,467) (5,708). 47,074 :
Total ............ e L ... 387,018 " § 86,437 $109,968

Prior to the spin-off date, the provision for income taxes was calculated on a separate return basis,
while actual tax payments were made on a combined return filing basis by Abbott, Subsequent to the spin-
off, Hospira made $30.7 million in tax payments on earnings for the eight-month period ending
December 31, 2004, Tax payments, net of refunds, of $28.6 million and $27.2 million were made on
earnings for the twelve-month periods ending December 31, 2006 and December 31, 2005, respectively.
Hospira has recorded reserves for income tax loss contingencies in accordance with SFAS No. 5. Operating
loss carryforwards at December 31, 2006 amounted to $23.1 million, which are subject to expiration in
periods from 2020 through 2025. The amount of income taxes that Hospira pays is subject to ongoing
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audits by federal, state and foreign tax authorities. Hospira’s estimate of the potential outcome of any
uncertain tax issue is subject to management’s assessment of relevant risks, facts and circumstances existing
at that time. Hospira believes that it has adequately provided for the best estimate of the expected
outcomes related to these matters: However, Hospira’s future results may include favorable or unfavorable
adjustments to the estimated tax liabilities in.the period the assessments are.revised or resolved. Currently,

v

Hospira’s 2004 and 2005 U. S mcome tax returns are the subject of a routine examination. !

+
U.S. income taxes and fore:gn wﬂhholdmg taxes were not pr0v1ded for on undlstrlbuted eammgs of
certain foreign subsidiaries of $154,2 million at December 31, 2006 after the repatnanon noted below,

These undistributed earnings, which are con51dered tobe permanently mvested would be subject to taxes '

if they were remitted as dividends. The Jobs Act provnded for a specnal one tlme dwldends recelved
deduction on the repatriation of foreign earnings to a U.S. taxpayer, provnded cértain criteria were met
including a domestic reinvestment plan for such earnings. In 2005, Hospira recorded an income tax charge .
of $9.1 mllllon in connectlon with the repatriation of $175 mnlllon of quahﬁed foréign earnings under the
Jobs Act. ' - T Co oo T e L

Differences between the effective income tax rate and the U.S. statutory tax rate were as follows:

. 2006 2005 . - 2004

Statutory 17:%' 4 ¢:1 1S e e 35.0%  35.0% 35.0%
Benefit of tax exemptions in Costa Rica and the Dominican :
Republic.............ooooiiiiil, e 1. (14 6) (11 9, (9.0)
Repatriated earnings. ...........coooiiiiiiiiinn L= 28—
State taxes, net of federal benefit.......... e ©28 17 2.3
Allother,net ................ PN e e 3.6 (0.8) (1 6)
Effective tax rate .. ..........ooeveinnnss FUU T "26.8% 26.8%_2_{)._7%

The temporary differences that give rise to deferred tax assets and liabilities were as follows: |

006 2005
{dollars in thousands) . Assets Liabilities Assets Liabilities
Compensation, employee benefits, ' ' '
and benefit plan liabilities . ....... $ 76897 $ — $ 61437 $ 6,750
Trade receivable reserves and )

: chargeback accruals ............. 23,146 48 35730 . -
Invenlory ......................... 58,167 — - 38,847 L —_
State iNCOME 1AXES. . o vvvvenenen.nn. 20,426 1,751 17,058 2,659
Property and equipment. ... ...... - 14,623 47,154 6,465 55,500
Intangibles ..... e 16,308 2,974 8,484 3,924
Investments. . ... ... e 6,630 3,195 6,630 2,608
Other, primarily other accruals, net. » R s

operating loss carryforwards, and

reserves not currently deductible . . 53,600 - —_ 54,648 — .
Valuation allowances .............. (1,300% — — —
Total .o e $268,497  $55,122  $229,299 . $71,441

Valuation allowances consists of $1.3 million for certain tax credits.
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* The separauon and dlstrlbuuon agreement with Abbott allowed a one- t:me adjustment to drsmbuted :
deferred taxes.based on actual tax return filings by Abbott, which include Hospira’s results through the
spin-off date. In addition, during 2003, Hospira performed an analysis of the appropriate state tax rate
required based on Hospira’s tax pOSlthﬂ as a stand-alone taxpayer for the net deferred tax assets
transferred from “Abbott at the spm -Off date. As‘a result, Hospira determmed that its income taxes as a .
stand-alone taxpayer shoulcl be provrded ata hlgher effectwe fate than the rate used while part of Abbott. '
The final adjustment for these two items was madc in 2005 which resulted i ina $12 0 million i mcrease to
net deferred tax assets and addmonal pald in ‘capital.

Note 9——Sales-Type Leases A ! St e o - R
vJ v . Pef o . [N
The net investment in sales- -type leases of certain drug dellvery pumps c0n51sts of the following:

St R IR v Lo - -December 31

(dollars in thousands) ‘ 2006 2005
Minimum lease payments receivable .. .............. ...l $ 40,944 342,195
Unguaranteed residual value of leased equ1pment ............ - =
Unearned interest income . ... 0.0 Lo (4,222) - (5,034)
Allowance for estimated uncollectible lease recervables ....... (29)° (31
Net investment in sales-type capital leases ......... ceeeieiens 736,693 737,130
Current portion(1) . ... ... e ©(10,980)  (8,302)
Net investment in sales-type cap1tal leases, less current .

portlon(l) ............................................. $ 25713 $28,828

(1) The current and long -term portions are recorded in trade receivables and other assets,
respectwely, in the balance sheet. '

Future minimsm amounts due Under customer agreements aceounted for as sales -type capital leases
as of December 31, 2006 are as follows:

o

Year ending December 31: ' v Sales-Type

(dollars in thousands)- ' . L Capital Leases

2007 ........ DT S PR s $12,974

2008 . ... ., i e e - 12,286

0L O A PR - 9527 .

1 L 4932

7 1) O O S . 1,200

Thetealter. . .o ittt P S L 25
$40,944

- el - 1} i
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Note 10—Short-term Borrowings and Long-term Debt . ’ ' N

Hospira’s debt consists of the following at December 31, 2006 and 2005: - L
(dollars in thousands) ‘ 2006 2005 . ,
Long-term debt: ‘ _ ' ' _
Senior unsecured notes due 2009 . ... ... ittt annn. $300,000 $300,000 ,
Senior unsecured notes due 2014 .. ...l . 400,000 400,000
Economic development promissory notes due 2015........ 1,320 1,465 ., .
International borrowings due 2008. ... ......... ... ol 4,914 3,502
Securitized mortgage note due 2015 ........... 1L 4871 IR
" Fair value of interest rate swap instruments. . ............. " (8,181): (8662) - "
Total long-term debt. ....... e e il 7702924 696,305 0 - !
Unamortized debt discount on senior unsecured notes ....... ©(880) © (1,020) e
Long-termdebt ... ... o 702,044 695,285
Short-term borrowings . . ............. e P 4532 - 25797

TotAl et cre e e e e et e et e $706,576  $697,864

The aggregate maturities of debt for each of the next five years are as follows: $4.5 million in 2007,
$5.6 million in 2008 $300.7 million in 2009, $0.8 million in 2010 and $404.0 million therecafter.

3700 Mcllwn Semor Unsecured Notes

On June 15, 2004, Hospira completed an offering of a $700 million aggregate prmcnpal amount of
notes consisting of $300 million pI‘lI’]CIpal amount of five-year senior unsecured notes and $400 mllllon
principal amount of ten-year senior unsecured notes. The $300 million five-year notes bear interestata
rate of 4.95% per annum and mature on June 15, 2009, and the $400 million ten-year notes bear interest at
a rate of 5.90% per annum and mature on June 15, 2014. The proceeds from this offering, together with ,
cash on hand, were used to repay all amounts 0utstand1ng under the short-term senior unsecured credlt -
facility entered into as part of the spin-off from Abbott.

The estimated aggregate fair value of the senior unsecured notes equaled $682.7 million at -
December 31, 2006. The fair market value is based on quoted market prices. In January 2005, Hospira
entered into interest rate swap transactions whereby the $300 million five-year senior, unsecured notes due
in June 2009 were effectively converted from fixed to floating rate debt. Hospira records the interest rate |,
swap contracts at fair value and offsets the carrying amount of the fixed-rate debt by the same amoum At
December 31, 2006, these interest rate swaps had an aggregate fair market value of $(8.2) million. If these
derivative instruments had been terminated at December 31, 2006, this estimated fair value represents the
amount that Hospira would have 1o pay to counterparties.
$1.75 Million Economic Development Promissory Notes o

In March 2005, Hospira issued economic development promissory notes, the proceeds of which were
used for a distribution facility expansion. The $1.75 million ten-year notes bear a fixed rate of interest of
2%, with principal and interest due monthly. T
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International Borrowings .

Hospira has entered into various loan agreements in conjunction with the legal transfer of certain
international operations from Abbott. These borrowings are made by Hospira’s foreign affiliates in their
local currency and are used to optimize the capital structure. As of December 31, 2006 and 2005; Hospira
had $8.8 million and $5.9 million of such loans outstanding, respectwely, of whleh $3.9 m1lhon and $2.4
million, respectwely, was classified as short-term.

Acquired Debt ' ' L e .

In connection with the acquisition of BresaGen in the fourth quarter of 2006 Hosplra assumed a $5.4
million mortgage note that is secured by land and building, of which $0.5 million is classified as short-term.
The agreement bears a fixed rate of interest of 7.47%, with payments of principal and interest due
quarterly, ending in March 2015, L . L o

3375 Million Unsecured Revolvmg Credit Facility

PR [

Hospira has a five-year $375 millioa unsecured revolving credit facmty (the “Revolver”) which it
entered into on December 16, 2005 and was amended on January 15, 2007 to permit the Mayne Pharma
acquisition and to temporarily increase the maximum leverage ratio and lower the minimum interest -
coverage ratio. This facility is available for working capital and other requirements. The Revolver allows
Hospira to borrow funds at variable interest rates as short-term cash needs dictate. Borrowings under the
Revolver bear interest at LIBOR plus a margin, plus a utilization fee if borrowings under the Revolver .
exceed 50% of the aggregate amount of committed loans. Hospira is also required to pay a facility fee on
the aggregate amount of commltted loans. The annual rates for the LIBOR margin, the utilization fee and
the facrllty fee are currently 0. 45%, 0.075% and 0.10%, respectively, and are subject to increase or
decrease if there isa change in Hosplra s current credit ratings, The amount of available'borrowings may
be increased to a iaximum of $500 million, and the term may be increased for up to two additional years,
under certain’ circumstances. As of December 31, 2006, Hospira had no amounts borrowed or otherwnse
outstanding under the Révolver. )

Debt Covenants .,

The Revo]ver and the mdenture governmg Hospira’s senior unsecured notes contain, among other
provrsnons "covenants with whtch Hosplra must comply while they are in force. The covenants limit
Hospira’s ab:llty to allow liens on ifs propertles or'assets, or merge or ¢onsolidate with other entities.
Under the Revolver, among other' thmgs Hosplra must also comply with certain financial covenants,
1ncludmg a minimum interest coverage ratio and a maximum leverage ratio. As of December 31, 2006,
Hospira was in compliance with all cévenants under the Revolver and the Senior Unsecured Notes. Upon”™
the closing of the Mayne Pharma acquisition, the Revolver was amended to permit‘the acquisition and to
temporarily increase the maximum leverage ratio and lower the minimum interest coverage ratio.

Note 11-—Segment and Geographic Information - Ce e

Hospira’s principal business is tHe development, manufacture and $ale of hoéf)ital products including
specialty injectable pharmaceuticals and medication delivery systems, and the provision of injectable
pharmaceutical contract manufacturing services. Hospira has two reportable segments: U.S. and
International.

82




Hospira’s underlying accounting records are maintained on a legal entity basis for government and - *
public reporting requirements. Segment disclosures are on a performance basis consistent with internal
management reporting, Certam lmmaterlal reclassifications have been made to the basis of presentation to,
facilitate comparab]e reportmg For internal management reporting, 1ntersegment transfers of inventory
are recorded at standard cost and are not a measure of segment mcome from operatlons The costs of
certain’ corporate functlons that benefit the entire organization are not allocated. The following segment
mformatlon has been’ prepared in accordance with the 1nternal accountlng pol:cnes of Hosplra as descnbed
above. "

' . . )
LI A P e - i \ P n ' sty

Net Sales to External Customers ' “ . " 'Income from Operations ' - " -
{doliars in thousands) 2006 2005 2004 2006 2005 2004
US (1).....0..0 ol $2,220,501 © $2,187,775 ' $2,220,070 - $384,240 $328,517 $404,876
International........0....... 468004 438921 ~ 424966 15572 68,407 _ 88,723
Total reportable segrents”....  $2, 688 505 $2,626, 696 $2,645, 036 399,812 | 396,924 493,599
Corporate, functions. Cheeeees ’ L , (60 228)  (60,309) (65 949)
Income from operations ... . .. . S . . ‘ ' ;539 584 336,615 . 427,650,
Other, net ....... e ' , . S . (14,887) (14,540) §16 130)

]ncomebeforeincome‘taxes... R ' $324,697 $322,075 $411,520

i

s

1) 2004 U. S lncome from operatlons includes curtallment bénefit of $64 6 million.

L 1" f

. - Depreciation and Amortization' _Additions to Long-Term‘Assets - - Total Assets !

(doliars in thousands) 2006 2005 2004 _ 2006 2005 2004 . 2006 2005 .
L0 20 $116,579 5118280 $110,577 $183,677 $209,078 $187,796 $2,036486 §2,120,174
International. . ............. 38,211 36,180 30,668 50,961 48,954 41,058 702,141 ' 564, 885'
Total reportable segments .. .. $154,790  $154.460 3$141,245 $234,638 $258 032 $228,854 §2,738,627 $2,685,059
Goodwill and net intangible A v ot
ASSELS . . i 1,927 1,831 4,278 . .. : , 108,960 104,123
Total .. .....oviiiiiinnenns $156,717 $156,291 $145,523 ) o '$2,847,587 $2,789,182

Note 12—Shareholders Equnty
Common Stock ";

Hospira is authorized to issue 400 million shares of common stock, par value $0.01 per share, and
50 million shares of preferred stock, par value $0.01 per share, of which four million.shares are designated
as Series A Junior Partlclpatmg Preferred Stock for issuance in connection with the exercise of preferred
share purchase rights as described below. At December 31, 2006 and 2005, approximately 10.0 million and
12.2 million shares of common stock were reserved for issuance under various employee incentive
programs, respectively. As of December 31, 2006 and 2005, 155.9 million and 161.7 million shares are
outstanding, respectively.

Treasury Stock -

In February 2006, Hospira's board of directors approved a $400 million share repurchase program.
The repurchase of shares commenced in early March 2006, and as of December 31, 2006, Hospira had
repurchased 7,584,400 shares for $299.8 million. Because Hospira must dedicate a substantial portion of its
future cash to servicing debt and integrating Mayne Pharma into its operations, Hospira does not expect to
continue repurchasing shares for the foreseeable future.
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Preferred Share Purchase Rights : : L

Each outstanding share of common stock provides the holder with one Preferred Shar; Purchase
Right (“Right”). Upon exercise, each Right entitles the holder to purchase 1/100™ of a share of Series' A
Junior Participating Preferred Stock of Hospira at a price initially set at $100, subject to amendment or’
adjustment. The Rights will become exercisable only if a person or group (an “acquirer”).acquires, or
obtains the rights to acquire, without prior approval of the Board of Dlrectors mor¢ than 15% of
Hospira’s common stock, or an acquirer announces a tender offer that may result in the acquisition of such
percentage (a “Triggering Event™). After a Triggering Event, Rights held by an acquirer are not '
exercisable or exchangeable as described below.

Ifa Triggering Event occurs, each Right will generally be exercisable for common stock of Hosp‘i'ra
having a value equal to twice the exercise price of the Right. If the Triggering Event involves an acquisition
of Hospira or over 50% of its assets or earning power, each Right will be exercisable for common stock of
the acquirer having a value equal to twice the exercise price of the Right. If a Tr:ggermg Event Q.ccmjs in
which the acquirér acquires or obtains the right to acquire less than 50% of Hospira’s common stock,
Hospira’s Board of Directors, in its discretion, may require that each Right be exchanged for oné share of
Hospira’s common stock or for preferred stock having a value equal to one share of common stock.

The Rights will expire on April 11, 2014, unless earlier exchanged or redeemed at $0.01 per Right or
unless that date is extended by the Board of Directors. The Board of Directors may amend the rights
agreement, and may approve acquisitions of Hospira or its securities such that the Rights would not apply
to such approved acquisitions. The Rights are intended to have anti-takeover effects and may have the
effect of substantially increasing the cost of acqumng Hosplra in a'transaction not approved by the Board
of Dlrectors

Accumulated Other Comprehensive Loss

Accumulated other comprehensive loss, net of taxes consisted of the following:

(dollars in thousands) 2006 T 2005
Cumulative foreign currency translation gains. .............. $12910 +$- 222
Cumulative retirement plan adjustments, net of tax (1)....... (68,840) (60,431}
Cumulative unreallzed galns on marketable equity securities, ‘ '
netoftax.... .. ............. e e to.. r 5,166 © 4,185
Accumulated Othér Comprehensive Loss................... $(50,764) - $(56,024) " - - -

(1) Includes $10.7 million, net of fax relating to the adoption of SFAS No. 158
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Note 13—Earnings Per Share Vo et TR T

Basic earnings per share are computed by dividing net income by the number of weighted average
common shares outstanding during the reporting period. Diluted earnings per share are calculated to give
effect to all potentially dilutive common shares that were outstanding during the reporting period. The
following table shows basic and dlluted earnings per share and the effect of stock options on the weighted
average number of shares outstandmg used in calcula'mg diluted earnings per share as of December 31

] .« A ", - 1 '
. S .y 4 '

(shares in thousands, except pershare amounrs) o ' ‘ Coa

- , | 2006 2005 2004 _
Weighted average basic corimon shares ‘ : : se e
outstanding.........,.. STCIITTEITTeS Ci.... 157,368 159275 156,187
- Assumed exercise of stock dptions....... S S 3056 - 2359 . ‘973!
~ Weighted average dilutive common shares o A
outstandmg. R S T 160,424 161,634 157,’160‘
Earnings Per Common Share R
Basic ......i ool il e $ . 151 § "148 § 193

Diluted ... $ 148 § 146 § 1.92'

For 2006, 2005 and 2004, thicte were outstandmg optlons 10 purchase approxrmately 2.8 million, 0. 7
million and 3.0 million shares of Hospira stock, respectively, for which the exercise prlce of the options
exceeded the average stock price. Accordingly, these options are excluded from the dlluted earmngs per

i

share calculat;on for these periods. .

Che T R T

Note l4—lncentive‘Stock Program - e L AT
Plan Overview ’ ' LIS & R ) e e o

Hospira’s 2004 Lorig-Term Stock Incentive Plan (“2004 Plan”), which became effective Apnl 30, 2004
provides for the grant of up to 31 million‘shares of stock options, stock appreciation rights, stock awards
(restricted stock, restricted stock units, performance shares, performance units}, and cash-based awards to
employees 2 and non—employee directors. The option exercise price generally may not be less than the-
underlying stock’s fair market value at the date of grant, and the maximum term of an option is ten years.
The amounts granted each calendar year to any one employee or non- employee director is llmlted
depending on the type of award. Stock options coriprise the majority of awards granted since lnceptlon of
the 2004 Plin. As of December 31, 2006, approximately 10.0 million shares remain available for grant.

In May 2006 and 2005, 2.2 million and 2.6 million options were granted to certain employees for the

- 2006 and 2005 annual stock option grants, respectively. These options were awarded at the fair market

value at the time of grant, generally vest over three years and have a ten-year term. T el

In May 2004, Hospira awarded a Founders Grant of approximately 8.4 million options under the-2004
Plan to substantlally all employees in the United States and certain international employees, at the falr "
market value at the time of grant. These opt10ns generally vest in.six months and have a five-year term for
all employees except corporate officers, whose options vest over thre.eyea_rs and have a ten-year term.
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Option Activity and Quistanding Options iz

A summary of information related to stock options is as follows:

\ Aggregate

- Weighted ' Weighted Intrinsic

! . Average ' ' ‘Average ' Value

. . . i . ) Exercise ,+ Remaining  (dollars in

Hospira Stock Options Shares Price Life (Years)  thousands)

Outstanding at December 31, 2004 . 15,053,202  $27.55

Granted. . ..o, 3452985 3439

Exercised. ....................... (5,161,068)  26.71

Lapsed......... e (233,428) . 29.68,,, - S

Outstanding at December 31,2005 . 13,111,691  29.65 ' .

Granted. . ... S 2,819,560  41.68 . .

Exercised........................ (2,189,566)  27.05 . ‘ A

Lapsed................ e _(172219) 3315 .

Outstanding at December 31,2006 (1). 13,569,466  $3252 . 6.20 $46,116

Exercisable at December 31,2006 .. 8514173  $30.30 478 $39314

(1) The difference between options outstanding and those expected to vest is not
51gmf1cant .
The total intrinsic value of optlons exercised during 2006, 2005 and 2004 was $34.3 mllllon '

$58.5 million and $6.9 million, rspectively.

Summarized information about Hospira stock options outstanding and exercisable at December 31, 4
2006, which. includes options converted from Abbott, is as follows:

L e
Options Qutstanding . r__ Exercisable Options__ - .,
] Weighted Weighted Weighted L
't Average ' Average et ‘Average " °
. - S - Remaining . Exercise " . - Exercise’
Range of Exercise Prices Shares Llfe {Years) Price Shares i Price
$12.01-$2500...."..... 887228 50 $22.85 8877228 "$2285
$25.01-830.00......... 0 5,005,544 4.6 2711 4,200,651 © 27.04 '
.$30.01 -$3500......... - 3, 194 785 1.5 3227 1446309  31.99 i
$35.01-$40.00 ......... ST 1413029 50 3739 1267788 37290 T
$40.01 - $48.00. ... .. e 3,068,880 84 " 42,18 712,197 42.96 "
6.2 :

$12.01-%4800.......... 13,569,466 . $32.52- 8,514,173+ $30.30

. oy ‘ . - L

Stock-Based Compensation - ' o

"On ‘January 1, 2006, Hospira adopted SFAS No. 123R, which requires, among other changes, that the
cost resulting from all share-based payment transactions be recognized as compensatlon cost over the
vesting period based on the fair value of the instrument on the date of grant. SFAS No. 123R revises
SFAS No. 123, “Accounting for Stock-Based Compensation” (“SFAS No. 123”), which previously allowed
pro forma disclosure of certain share-based compensation expense. Further, SFAS No. 123R supercedes
Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees,” which
previously allowed the intrinsic value method of accounting for stock options. Such method was applied by
Hospira, and accordingly, Hospira’s reported net income has not included recognition of stock-based
compensation expense prior to the adoption of SFAS No. 123R.
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Hospira adopted SFAS No. 123R as of January 1, 2006, using the modified prospective-transition
method. In accordance with the modified prospective transmon method, Hospira’s consolidated financial
statements for the prior periods have not been restated to reflect, and do not include, the 1mpact of
SFAS No. 123R. Stock-based compensation expense of $35.9 million was recognized.under. .

SFAS No. 123R for 2006. The related income tax benefit recognized was $12.5 million. As noted above
there was no stock-based compensation expense related to employeé stock options recognized in the
statement of income during the year ended December 31,2005 and 2004.. . A~ o0

The following table illustrates the pro forma effect on nét income and earnmgs per share 1f Hosplra
had apphed the fait value recognmon provnsnons of SFAS No 123 dunng 2005 and 2004 .

(dollars in thousands, except per share amounts) o 2065 ' 2004 °
Net Income, as rePOTIEd . . .. oottt it ia e a e $235,638 $301,552
Hospira stock-based compensation, netoftax (1) ...y, 15,575 41,596
Pro forma net income including Hospira stock- based compensatlon expense .. ... 220,063 259,956
Abbott stock-based compensation, net of tax (2) ... .. e e ) = ' 7,048
Pro forma net income including all stock-based compensation EXpense . ......... $220,063  $252,908
Basic EPS, a8 rePOted . ... iviet e %5, 1488 193
Basic EPS, pro forma. . ... PO i eiiteciiiiie. o8 V1388 162
Diluted EPS, as reported .............. e -$ 146 § 192
Dlluted EPS pro forma ........ U el T e $ '12~36‘_ ‘$ 1".61,

LK

{1) For 2004 the Hospira pro forma stock-based tompensation expense, determined using the fair valué
method for stock-based awards, net of tax, includes $33.8 million for Founders optlons grantedin
May 2004, and $7.8 million for converted options. v

KT

(2) For periods prior to the spin-off, these amounts reflect the Abbott stock-based compensanon for
Hospira employees; whether or not those awards were cancelled and replaced by Hospira awards at
the time of the spin-off. For periods subsequent:to the spin-off, Abbott’ awards for Hospira employees-

" who were not retirement eligible were .converted to Hospira optlons and only the correspondmg
unvested portion of such awards impacts pro forma income. ) oL - Lo

SFAS No. 123R requires that cash flows relatmg 10 the benefits of tax deductlons in excess of
recognized compensation cost be reported as financing cash flow, rather than as an operating cash flow, as.
previously required. For options exercised during 2006, this excess tax beneflt was $3.4 million,

As of December 31, 2006, there was $37.9 million of total unrecogmzed compensatlon cost related o
non-vested share-based compensation arrangements. That cost is expected to be recognized over a
weighted average period of 1.4 years. The total fair value of shares becoming fully vested durlng 2006, 2005
and 2004 was $12.3 million, $14.5 million and $3.4 million, respectively.

.
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The weighted average fair value for the Hospira options granted in 2006, 2005 and 2004 was $15.82,
$11.28 and $6.63, respectively. The weighted average fair value for the Abbott options granted in 2004 was
$11.79. The fair value was estimated using the Black-Scholes option-pricing model, based on the average
market price at the grant date and the weighted average assumptions specific to the underlying options.
Expected volatility assumptions are based on a combination of historical volatility of Hospira’s stock and
historical volatility of peer companies. Expected life assumptions for 2006 are based on the “simplified”
method as described in SEC SAB No. 107, which is the midpoint between the vesting date and the end of
the contractual term. The risk-free interest rate was selected based upon yields of U.S. Treasury issues with
a term equal to the expected life of the option being valued. The historical Abbott assumptions relate to
Abbott stock and are therefore based on Abbott’s valuation assumptions. The weighted average
assumptions utilized for option grants during the periods presented are as follows:

006 2005 2004

Hospira Stock Options Black-Scholes assumptions (weighted average):

VOlatility . o e 31.0% 30.0% 32.0%
Expected life (Years) ........ oot i e e 57 49 29
Risk-free interestrate .......... e e e e 49% 39% 29%
Dividendyield. ... ... oo e 0.0% 0.0% 0.0%
Abbott Stock Options Black-Scholes assumptions (weighted average):

Volatility .. ... e e e e e e e e N/A N/A 320%
Expected life (years) .. ..o it i e NA NA 54
Risk-free interest rate ........... S PP N/A NA 29%
Dividendyield. .......... ... ... oL e N/A NA 22%

Note 15—Commitments and Contingencies
Commercial Commitments

Hospira’s commercial commitments as of December 31, 2006, representing commitments not
recorded on the balance sheet, but potentially triggered by future events, primarily consist of non-debt
letiers of credit to provide credit support for certain transactions as requested by third parties. As of
December 31, 2006, Hospira had $11.7 million of outstanding letters of credit, with a majority expiring
in 2007. No amounts have been drawn under these letters of credit.

Leases

Minimum future operating lease payments, including lease payments for real estate, vehicles,
computers and office equipment, as of December 31, 2006, were:

{dollars in thousands)

2007 i e i TR $ 26,811
2008 . e e e e 24,202
200 . e e 24,158
00 L e 19,922
7 1 19,519
Remaining Years. .......... . it e 62,574
Total minimum future lease payments ............coooiiiiiiienne... $177,186

Lease expense under operating leases totaled $22.1 million, $24.6 million and $23.2 million in 2006, 2005
and 2004, respectively. Lease expense prior to the spin-off includes amounts allocated from Abbott.
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Litigation ST oy ‘ .
HoSpira Abbott, or in some instances both, are involved in various claims and legal proceedings,
including product liability clalms and proceedings related to Hospira’s business.

Various state and federal agenCIes including the U.S. Department of Justice and various state
attorneys general, are investigating a number of pharmaceutical companies, including Abbott, for allegedly
engaging in improper marketing and pricing practices with respect to certain Medicare and Medicaid
reimbursable products, including practices relating to average wholesale price (“AWP”). These are civil
investigations that are seeking to identify the practices and determine whether those practices violated any
laws, including federal and-state false claims acts, or constituted fraud in connection with the Medicare
andfor Medicaid reimbursement paid to third parties. In addition, Abbott is a defendant in a number of
purported class actions on behalf of individuals or entities, including healthcare insurers and other third-
party payors, that allege generally that Abbott and numerous other pharmaceutical companies reported
false or misleading pricing information in connection with federal, state and prwate reimbursement for
certain drugs. Many of the producls involved in these mvestlgallons and lawsuits are Hosplra products.
Hospira is cooperating with the authorlt:es in these investigations. There may be addltlonal investigations
or lawsmls or additional claims in the existing investigations or lawsuits, initiated with respect to these
matters in the future. Hospira cannot be certain that it will not be named as a subject or defendant in these
investigations or lawsuits. Hospira is a named defendant in two such lawsuits: The State of Texas ex rel.
Ven-A-Care of the Florida Keys, Inc. v. Abbotr Laboratories Inc., Hospira, Inc., B. Braun Medical Inc. and
Baxter Healthcare Corporation; Case No. GV401286, pending in the District Court of Travis County, Texas
and State of Hawaii v. Abbott Laboratories, Inc., et al.,Case No. 06-1-0720-04, pending in the Circuit Court
of the First Circuit, Hawaii. Hospira has been dismissed as a defendant in the case, United States of
America ex rel. Ven-A-Care of the Florida Keys, Inc. v. Abbott Laboratories, Inc., et al Case No. 95-1354,,
pending in the United States District Court for the Southern District of Florida. Abbott will indemnify
Hospira for liabilities assoc1ated with pendmg or future AWP investigations and lawsits only 1o 'the extent
that they are of the same nature ‘as the lawsuits and investigations that existed against Abbott as of the
spin-off date and relate to the sale of Hosplra products prior to the spin-off. Hospira will assume any other
losses that may result from these 1nvest|gat|0ns and lawsuits reldled to HOSplI’d s products, including any
losses associated with post spm -off actwmes These mvestlgatlons and lawsuits could result in chariges to '
Hosplra s business practices of pricing policies, civil or criminal monetary damages, penallles or fines,
imprisonment and/or exclusion of Hospira products from participation in federal and state healthcare
programs, including Medicare, Medicaid and Veterans’ Administration health programs, any of which
could have a miaterial adverse effect on its business, profitability and financial condition. '

Hosplra has been named as a defendant ina Jawsuit allcgmg generally that the spin-off of Hospira
from Abbott Laboratories interfered with employec benefits in violation of the Employee Retirement
Security Act of 1974 (“ERISA”). The lawsuit was filed on November 8, 2004 in the United States Dlst‘rlct
Court for the Northern District of Iliinois, and is captioned: Myla Nauman, Jane Roller and Michael
Loughery v. Abbott Laboratories and Hospira, Inc. On November 18, 2005, the complaint was amended to
assert an additional claim against Abbott and Hospira for breach of fiduciary duty under ERISA. Hospira
has been dismissed as a defendant with respect to the new fiduciary duty claim. By Order dated.
December 30, 2005, the Court granted class. action status to the lawsuit. The new claim in the amended
complaint is not subject to the class certification ruling. As to the sole claim against Hospira in the original .
complaint, the court certified a class defined as: “all employees of Abbott who were participants in the
Abbott Benefit Plans and whose.employment with-Abbott was terminated between August 22, 2003 and
April 30, 2004, as a result of the spin-off of the HPD/creation of Hospira announced by Abbott on
August 22, 2003, and who were eligible for retirement under the Abbott Benefit Plans on the date of their
terminations.” Hospira denies all material allegations asserted against it in the complaint.
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On August 12, 2005, Retractable Technologies, Inc. (“RTI”) filed a lawsuit against Abbott .
Laboratories, Inc. alleging breach of contract and fraud in connection with a National Marketing and
Distribution Agreement (“Agrcemem”) between Abbott and RTI signed in May 2000. Retractable
Technologies, Inc. v. Abboit Laboratories, Inc., Case No. 505CV157, pénding in U.S, District Court for the
Eastern District of Texas. RTI purported to termmate the contract for breach in 2003. The lawsuit alleges
that Abbott misled RTI and breached the Agreement in connection with Abbott’s marketing efforts. RTI
seeks unspecified monetary damages as well as punitive damages. Hospira has conditionally agreed to
defend and indemnify Abbott in connection with this Jawsuit, which involves a'contract carried out by
Abbott’s former Hospital Products Division. Abbott denies all material allegations in the complaint. -
Additionally, Abbott maintains that the dispute must be resolved by arbitration, in accordance with the -
terms of the Agreement. Abbott intends to pursue claims against RTI for breach of the Agreement in
arbitration or in federal court. Hospira is entitled, pursuant to its agreements with Abbott to any amounts
recovered due to RTI's breach of the Agreement. - b

Hospira’s product liability claim exposures are evaluated each reporting period. Hospira"s Teserves,
which are not significant at December 31, 2006 and 2005, are the best estimate of loss, as defined by SFAS
No. 5. Based upon information that is currently available, management believes that the hkehhood of a
material loss in excess of recorded amounts is remote.

Additional legal proceedings may occur that may result in a- change in the estimated reserves recorded
by Hospira. It is not possible to predict the outcome of such proceedings with certainty and there can be no
assurance that their ultimate disposition will not have a matertal-adverse effect on Hospira’s financial
position, cash flows, or results of operatlons S

I

Note 16—Relatmnsh|p with Abbott ! N S

In connection with the spin-off, Hospira and Abbott entered into agreements pursuant to which
Hospira and Abbott provided the other, on an interim, transitional basis, various services. The agreed-
upon charges for such services were generally intended to allow the servicing party to recover “all out-of-
pocket costs plus a mark up. The services generally commenced on the spin-off date and terminated no
later than 24 months following the spin-off date. The net cost of these various services to Hospira was
$0.5 million, $4.9 million and $13.3 million for 2006, 2005 and 2004, respectwely As of December 31, 2006,
all transition agreements with Abbott have been completed.

In addition, Hospira leases floor space in certain Abbott facilities. The terms of the leases range from
two to ten years from the spin-off date, unless terminated earlier by Hospira, and include additional
services provided by Abbott. These additional services are integral to the facilities and primarily include
manufacturing support functions, quahry assurance and information technology systems. As of
December 31, 2006, the only remaining lease is for a facility in Abbott Laboratories’ North Chicago,
1linois campus. The cost for the leases and additional services was $21.1 million, $26.1 million and
$29.7 million for 2006, 2005 and 2004, respectively.

Both Hospira and Abbott have provided and will continue toprovide manufacturing services to the
other. For manufacturing services provided to Abbott, Hospira records as revenue its costs plus a third-
party manufacturing profit. For certain products, Hospira receives the bulk material from Abbott and the
mark up is on the value-added portion only. Inventory that Hospira purchases from Abbott is at Abbott’s
cost plus a third-party manufacturing profit. Sales to Abbott amounted to $160.8 million, $169.1 million
and $180.0 million for 2006, 2005 and 2004, respectively. Product purchases from Abbott were
$76.6 million, $83.8 million and $83.9 million for 2006, 2005 and 2004, respectively.
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+ In connection with the spin-off, Hospira and Abbott agreed that the legal transfer of certain -
operations and assets'(net of liabilities) outside the United States would occur, and be completed, within
two years after the spin-off. During the transition period, these operations-and assets were used in the -
conduct of Hospira’s international business and Hospira was subject to the risks and entitled to the
benefits gencrated by such operations and'assets. Hospira was obligated to pay Abbqtt for these operations
and assets, and assume the correspondmg liabilities, over a two-year penod after the spin-off date as
Hospira establlshed its business infrastructure outmde the Umted States and obtained regulatory approval
for the transfer of the marketmg authorizations for Hosplrd products to local Hospira affiliates or third-
party dlstnbutors The transfers were completed in the second quarter of 2006. The total ‘amounts paid in
2006 and 2005 were $126.2 million and $116.7 million, respectwely

Note 17—Suppleinental Financial Information. .- . .., N
(dollars in thousands[ I . | . ,7 : - ‘- ’ 2006 2005
" Other Accrued Llabllmes S ’ G e, .
ACCTUET TEDALES . o\ et e e e $ 65,088 § 83,537
Income taxes payable ............ ... .o, ey, 142143 47848
N[ = O 161458 145713
o Total ...l S e e . $368,689 $277,098 .
) ' “ ; 2006 2005 :
Post-Retirement Obligations and Other Long-Term Liabilities: ' .
- Accrued post-retirement medical and dental costs{a) .......... $ 47357 § 26,189
t 4, -Pension llabllltles(a) ....................................... 75,539 99,663
~v CAlother oLt L . 52,3596 39,084
' Tota] ........ P L e - $175292 §$165,836

)

a

(a) See Note 7 regarding changes in accrued pension and post-retirement obligations

<" (dollars in thotisands) 2006 2005 2004

. Other (Income) Expense, net: _

' INterestineOme ... ...l ... $(17,074) $(15,052) $(2,357)
Foreignexchange. ............. ..ot . (1,057) (134) (251)
Allother .........0. ..o . 1,994 1450 (20)

T . $(16,137) $(13,736) $(2,628)

Note 18—Subsequent Event

'On September 20, 2006, Hospira entered into a scheme 1mplementat10n agreemem (the “Scheme”)
with Mayne Pharma Limited (“Mayne Pharma”), an Australian public company listed on the Australian
Stock Exchange. Mayne Pharma manufactures and sells primarily specialty mJectable pharmaceuticals. The
Scheme contemplated that Hospira would acquire Mayne Pharma by means of a'scheme of arrangement
transaction under Australian law pursuant to which Hospira would pay AUDA4.10 per share for all
outstanding shares of Mayne Pharma. On Januafy 19, 2007, the Supreme Court of Victoria, Australia,
approved the Scheme and on February 2, 2007, Hospira acquired all the outstanding common shares of
Mayne Pharma for approximately $2.0 billion. The results of operations of Mayne Pharma will be included
in Hospira’s results for periods on and after February 2, 2007. Valuations of property, plant and
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equipment and intangible assets are currently in process. Developed product rights intangible assets will be
amortized over their estimated useful lives. Acqulred in-process research and’ development w1ll be
expensed in the first quarter of 2007. .-, . ¢t -

On February 1, 2007, Hosplra incurred $1.925 billion of bank debt to finance the Mayne Pharma
acqmsntlon The remainder of the purchase price was fundcd with cash 6n hand. The bank facilities include
a $500 million, three-year term loan facility and a $1 425 billion one-year bridge loan faClhty Under the
term loan facility, Hospira must repay $12.5 lTH]llOl'l in principal at the end of each quarter in 2007,
$50.0 million at the end of each quarter in 2008 and-$62.5 million at the end of each quarter in 2009 (with
the final payment to be made on the maturity date of Janvary 15, 2010). The entire principal amount under
the bridge loan facility is due on the maturity date of January 15, 2008.

Borrowings under the term loan facility and bridge loan facility bear interest at LIBOR plus a margin
that is determined based on Hospira’s senior unsecured debt ratings from Standard & Poor’s and Moody’s.
Based on Hospira’s ratings of BBB (stable outlook) from Standard and Poor’s and Baa3 (negative outlook)
from Moody’s, the margin is currently 0.60%.

Note 19—Quarterly Data (Unaudlted)‘

{dollars in thousands, except for per shnre amounts} 1st Quarter . 2nd Quarter 3rd Quarter 4th Quarter

2006

NetSales ..., $664,294 $671,101 $646,640 $706,470
GrossProfit.................... i T 244796, 225,086 219,028 . 250,333
Income From Operatlons. e odee o L112,001.. ¢+ o 74,958 79,052 73,573
Net Income . .... ... e e 80,183 . 54,150 55945 - 47,401
Earnings per common share, basic........... $§ 050 § 035 $§ 036 §° 030
Earnings per'common share, diluted ......... $ 049 § 034 $ 035 § 030
Weighted average common shares outstanding,

basic... ... i 160,933 156,448 156,359 155,814
Weighted average common sharés outstanding, © - N

diluted ... 164,345 159,655 158,781 157,629

15t Quarter 2nd Quarter Ird Quarter 4th Quarter
2005 ‘ S N R -

NetSales............... P $662,061 $661,915 $656,570 $646,150
GrossProfit.................. ... ... 217,776 218,418 227,562 185,300
Income From Operations. ..., : L B, 107,510 - 98,158 100,554 30,393
NetIncome.............. T e 77,175 72,031 59,855 26,577
Earnings per common share, basic........... "8 049 0§ 045 $ 038 $§ 0.16
Earnings per common share, diluted ......... $ 049 $§ 044 $ 037 § 016
Weighted average common shares outstanding, '

basic....... e e e e e A0 157,191 - 158,568 160,103 - 161,171
Weighted average common shdres outstandmg, L : ‘ o :

diluted ...... el LS LT 158,519 160,908 162,842 164,144

Item 9. Changes in and Disagfeements _Witi]I Accountants on _Ac'crounting and Financial Disclosure L

Not applicable. T e
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Item 9A. Controls and Procedures

Evaluation of disclosure controls and procedures.  The Chief Executive Officer, Christopher B. Begley,
and Chief Financial Officer, Thomas E. Werner, evaluated the effectiveness of Hospira’s disclosure
controls and procedures (as defined in Rules 13a-15(¢) and 15d-15(¢) under the Securities and Exchange
Act of 1934) as of the end of the period covered by this report, and concluded that Hospira’s disclosure
controls and procedures were effective.

Changes in intemal controls.  There have been no changes in internal control over financial reporting
that occurred during the fourth quarter of 2006 that have materially affected or are reasonably likely to
materially affect Hospira’s internal control over financial reporting. .

lter'n‘9B. Other Iﬁformaficm SR l '

“None- + -

93




_ ‘ PART 111
Item 10. Directors, Executive Officers and Corporate Governance
Executive Officers

Christopher B. Begley, age 54, is Hospira’s Chief Executive Officer and a director. He has served in
such positions since the spin-off in April 2004. Mr. Begley provided 18 years of service to Abbott
Laboratories, a global broad-based healthcare company, and served ds Senior Vice President, Hospital
Products, from 2000 to April 2004. Prior to his appointment as Senior Vice President, Hospital Products,
Mr. Begley served as Senior Vice President, Chemical and Agricultural Products from 1999 to 2000, Vice
President, Abbott Health Systems, from 1998 to 1999, and Vice President, MediSense Operations, in 1998.
Mr. Begley is a director of Sara Lee Corporation, the Executives’ Club of Chicago, Healthcare Leadership
Council and AdvaMed.

Terrence C. Kearney, age 52, is Hospira’s Chief Operating Officer. He has served in such position since
April 2006. From April 2004 to April 2006, he served as Hospira’s Senior Vice President, Finance, and
Chief Financial Officer, and he served as Acting Chief Financial Officer through August 2006.

Mr. Kearney served as Vice President and Treasurer of Abbott from 2001 to April 2004. From 1996 to
2001, Mr. Kearney was Divisional Vice President and Controller for Abbott’s International Division.
Mr. Kearney provided 24 years of service to Abbott.

Edward A. Ogunro, Ph.D., age 54, is Hospira’s Senior Vice President, Research and Development,
Medical Affairs and Chief Scientific Officer. He has served in such position since the spin-off in
April 2004. Dr. Ogunro served as Vice President, Hospital Products Research and Development, Medical
and Regulatory Affairs of Abbott from 1999 to April 2004. Dr. Ogunro was Divisional Vice President for
Abbott’s Immunodiagnostics and Chemistry R&D Organization from 1995 to 1999 and served with Abbott
for 21 years.

Brian J. Smith, age 553, is Hospira’s Senior Vice President, General Counsel and Secretary. He has
served in such position since the spin-off in April 2004, Mr. Smith served as Divisional Vice President,
Domestic Legal Operations of Abbott from 1995 to April 2004 and served with Abbott for 25 years.

Thomas E. Wemer, age 49, is Hospira's Senior Vice President, Finance, and Chief Financial Officer.
He has served in such position since August 2006, Mr. Werner served as Senior Vice President, Finance,
and Chief Financial Officer of Béwe Bell + Howell, a service, manufacturing and software company that
provides document processing and postal solutions. Prior to joining Bowe Bell + Howell in late 2001, he
served as Chief Financial Officer for Xpedior Incorporated, a software developer and integrator; and
uBid, Inc., an e-commerce company, and as Corporate Controller for Gateway, Inc., a seller of personal
computers and related products and services,

Valentine Yien, age 54, is Hospira’s Corporate Vice President and Controller. She has served in such

. position since the spin-off in April 2004. Ms. Yien served as Controller of Abbott’s Hospital Products

Division from 2001 to April 2004 and Assistant Controller of Abbott’s Corporate Financial Planning and
Analysis department from 1999 to 2001. Ms. Yien provided 20 years of service to Abbott.

Hospira has adopted a code of ethics (as defined in Item 406(b) of Regulation S-K under the
Securities Act of 1933) that applies to its principal executive officer, principal financial officer, principal
accounting officer and controller. That code is part of Hospira’s Code of Business Conduct, which is
available free of charge on Hospira’s Web site (www.hospira.com) or by sending a request to: Corporate
Governance Materials Request, Hospira General Counsel and Secretary, Hospira, Inc., 275 North Field
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Drive, Dept. NLEG, Bldg. H1, Lake Forest, Illinois 60045. Hospira intends to include on its Web site any
amendment to, or waiver from, a provision of its code of ethics that applies to Hospira’s prmcapal executlve
officer, principal financial officer and principal accounting officer and controller.

Directors and Corporate Governance ) .
e j A} 'j . 1]

Incorporated herein by reference is the text to be included under the captions “Electlon of .
Directors—Our Board of Directors” (including all sub-captions thereunder) “Election of Dlrectors—
Corporate Governance—Committees of the Board of Directors—Audit ‘Committee” and “Election of
Directors—Section 16(a) Beneficial Ownership Reporting Compliance” to be included in the 2007
Hospira Proxy Statement. The 2007 Proxy Statement will be filed on or about March 30, 2007. .,

The certifications-by Hospird’s chief executive officer and chief financial officer required by
Section 302 of the Sarbanes-Oxley Act of 2002 have been filed as exhibits to this report. During 2006,
Hospira’s chief executive officer prov1cled an iinqualified cernflcanon as to compllance wnh the New York
Stock Exchange corporate governarice listing staridards: -

car o - T

e

Item 11. Executive Compensation

Incorporated herein by reference is the text to be included under the captions “Election of
Directors—Director Compensation,” “Election of Directors—Compensation Disclosure and Analysis,”
(including all sub-captions thereunder), “Election of Directors—Executive Compensation” (including all
sub-captions thereunder and tables and accompanying text and notes included therein) and “Election of
Directors—Compensation Committee Report” in the 2007 Proxy Statement.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The disclosure contained in Part 11, Item 5 under “Equity Compensation Plan Information” is
incorporated herein by reference. Incorporated herein by reference is the text to be included under the
caption “Ownership of our Stock”™ in the 2007 Proxy Statement.
Item 13. Certain Relationships and Related Transactions, and Director Independence

Incorporated herein by reference is the text to be included under the caption “Certain Relationships
and Related Transactions™ in the 2007 Proxy Statement.
Item 14. Principal Accounting Fees and Services

Incorporated herein by reference is the text to be included under the caption “Ratification of
Independent Registered Public Accountants—Accounting Matters—Fees to Independent Registered
Public Accountants” (including all sub-captions thereunder) in the 2007 Proxy Statement.
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PART IV
Item 15. Exhibits and Financial Statement Schedules .,
| (a) Documents filed as part of this Form 10-K.

1. Financiaf Statements: See Item 8, “Financial Statements and Supp'lementarj Data,” for a list of
! financial statements. . ' -

Item ¢ . ' ' ' Page
Schedule II (Valuation and Qualifying Accounts). . '......... e 99

Schedules I, II1, IV and V are not included because they are not required .. ....

3. Exhibits Required by Item 601 of Regulation S-K: The,information called for by this paragraph is
incorporated herein by reference to the Exhibit Index included on pages 100 through 102,

(b) Exhibits filed: See Exhibit Index from pages 100 through 102.

{c) Financial Statement Schedules filed  See page 99.

2. Financial Statement Schedu!e.}j:
I
96




SIGNATURES

Pursuant to the requirements of Section 13 or 1S(d) of the Securities Exchange Act of 1934,
Hospira, Inc. has duly caused this report to be signed on its behalf by the undersigned, thereunto
duly authorized. A .

HOSPIRA, INC.

By /s/ CHRISTOPHER B. BEGLEY

Christopher B. Begley
Chief Executive Officer

Date: February 28, 2007
S .
Pursuant to the requiremrents of the Securities Exchange Act of 1934, this report has been signed
below by the following persons on behalf of Hospira, Inc. on February 28, 2007 in the capacities
indicated below.

/s{ CHRISTOPHER B. BEGLEY

Christopher B. Begley
Chief Executive Officer and Director (Principal
Executive Officer)

/s THOMAS E. WERNER

Thomas E. Werner
Senior Vice President, Finance, and Chief Financial
Officer (Principal Financial Officer)

/s/ VALENTINE YIEN

Valentine Yien
Corporate Vice President and Controller (Principal
Accounting Officer)

/s/ DAVID A. JONES

David A, Jones
Chairman of the Board of Directors

s/ IRVING W. BAILEY, I1

Irving W. Bailey, I1
Director

/s{ CONNIE R. CURRAN

Connie R. Curran
Director

/st ROGER W. HALE

Roger W. Hale
Director
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/s/ RONALD A, MATRICARIA

Ronald A. Matricaria
Director

/s/ JACQUE J. SOKOLOV

Jacque J. Sokolov
Director

/s{ JOHN C. STALEY

John C. Staley
Director

/s MARK F. WHEELER

.« Mark F. Wheeler
Director
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Hospira, Inc.

Schedule [I—Valuation and Qualifying Accounts
For the Three Years Ended December 31, 2006

C (dolars in thousands)- . . ..+ ;
Allov_vs:mce for doubtful éccounts: " . .‘ )
Column A ' "Column B Column C Column [} Column E
Additiens ‘ .
Balance at charged to Balance at
+ . o . beginning .  costs and end of
Description - . , . of period expenses Deductions(1} period
Year ended December 31,2006, .................. - 16,887 10,590 " (13,789) 13,688
Year ended December 31, 2005, .. ey o 16,083 10,897 (10,093) 16,887
Year ended December 31,2004, . .... e ‘16,876 C 4,146 (4,939) ~ 16,083
) i ' ) ) aa - o

(1) Represents accounts written off as unco-llect‘ible, net-of collections on accounts previously written off.

Inventory reserves: . ' DR

\ -~ Column A . ' -  ColumnB ColumnC ¢ ColumnD Column E
Additions
Balance at charged to Balance at
' . beginning costs and . end of
Description . . of period_  _expenses Deductions period
Year ended December 31, 2006. . . .. e 39,569 30,406  '(21,804) 48,171
Year ended December 31,2005, .. ................. .. 41,160 : 32,560 (34,151) 39,569
Year ended December 31,2004, . ... ... . e 43738 44,174 (46,752) 41,160
n . ’ i
; t .
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Exhibit No.

EXHIBIT INDEX
‘ Wy
Exhibit

2.1
31

Y

4.1(a)
4.1(b)
4.2
4.3

10.1
10.2

10.3

10.4

10.5

Separation and Distribution Agreement; dated as of April 12, 2004, between Abbott
Laboratories and Hospira, Inc. (filed as Exhibit 2.1 to the Hospira, Inc. Quarterly Report on
Form 10-Q for the quarter ended March 31, 2004 and incorporated herein by reference).

Restated Certificate of Incorporation of Hospira, Inc. (filed as Exhibit 3.1 to Hospira, Inc’s’
Registration Statement on Form 10 (File No 1-31946) and incorporated herein by
réference).

Amended and Restated By]aws of Hospira, Inc. (filed as Exhibit 3.1 to Hospira, Inc.’s

" Cutrent Report on Form 8- K filed on February 23, 2007 and incorporated hereln by ©

reference).

_Rights Agreement, dated as- of April 12, 2004, betwccn Hospira, Inc. and EqUISewe Trust

Company, N.A., as Rights Agent (filed as Exhibit 4.1 to the Hospira, Inc. Quarterly Report
on Form 10-Q for the quarter ended March 31, 2004, and incorporated herein by reference).

Form of Certificate of Designations of Series A Junior Participating Preferred Stock
(attached as Exhibit A to the Rights Agreement filed as Exhibit 4.1 to the Hospira, Inc.
Quarterly Report on Form 10-Q for the quarter ended March 31, 2004, and incorporated
herein by reference).

Form of Rights Certificate (attached as Exhibit B to the Rights Agreement filed as
Exhibit 4.1 to the Hospira, Inc. Quarterly Report on Form 10-Q for the quarter ended

'March 31, 2004, and mcorporated herein by reference).

Indenture, dated as of June 14, 2004, between Hospira, Inc. and LaSalle Bank Natlonal
Association, as Trustee. (filed as Exhibit 4.2 to Hospira, Inc.’s Registration Statement on
Form S-4 (File No. 333-117339) filed with the SEC on July 15, 2004, and incorporated herem
by reference).

Supplemental Indenture No. 1, dated as of June 14, 2004, between Hospira, Inc. and LaSalle
Bank National Association, as Trustee. (filed as Exhibit 4.3 to Hospira, Inc.’s Registration
Statement on Form S-4 (File No. 333-117339) filed with the SEC on July 15, 2004, and
incorporated herein by reference).

Form of Transition Services Agreement between Abbott Laboratories and Hospira, Inc.
(filed as Exhibit 10.1 to the Hospira, Inc. Quarterly Report on Form 10-Q for the quarter
ended March 31, 2004, and incorporated herein by reference).

Tax Sharing Agreement, dated as of April 16, 2004, between Abbott Laboratories and
Hospira, Inc. (filed as Exhibit 10.2 to the Hospira, Inc. Quarterly Report on Form 10-Q for
the quarter ended March 31, 2004, and incorporated herein by reference).

Employee Benefits Agreement, dated as of April 16, 2004, by and among Abbott
Laboratories, TAP Pharmaceutical Products Inc. and Hospira, Inc. (filed as Exhibit 10.3 to
the Hospira, Inc. Quarterly Report on Form 10-Q for the quarter ended March 31, 2004, and
incorporated herein by reference).

Form of Lease between Abbott Laboratories and Hospira, Inc. (filed as Exhibit 10.4 to the
Hospira, Inc. Quarterly Report on Form 10-Q for the quarter ended March 31, 2004, and
incorporated herein by reference).

Information Technology Agreement, dated as of April 29, 2004, between Abbott
Laboratories and Hospira, Inc. (filed as Exhibit 10.5 to the Hospira, Inc. Quarterly Report
on Form 10-Q for the quarter ended March 31, 2004, and incorporated herein by reference).
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Exhibit No.

Exhibit T

10.6

10.7

10.8
10.8(a) -

10.8(5)
10.8(c)
10.8(d) .
10.8(d)(i)
10.8(e)
10.8(F)
10.8(g)
10.9
10.10

10.11

Form of Manufacture and Supply Agreement between Abbott Laboratoriesand
Hospira, Inc. (filed as Exhibit 10.6 to the Hospira, Inc. Quarterly Report:-on Form 10-Q for
the quarter ended March 31, 2004, and incorporated herein by reference). -

Form of Transition Marketing and Distribution Sérvices Agreement bétween Subsidiaries of
Abbott Laboratories and Hospira, Inc. (filed as Exhibit 10.7 to the Hospira, Inc. Quarterly
Report on Form 10-Q for the quarter ended March 31; 2004, and incorporated herein by
reference).

Hospira 2004 Long-Term Stock Incentive Plan.* : ‘

. Form of Conversion Incentive Option Terms (filed,as Exhibit 10.8(a) to the Hosplra Inc.
.Quarterly Report on Form 10-Q for the quarter ended March 31; 2004, and incorporated

herein by reference).”

Form of Conversion Non-Qualified Stock Optlon Terms (filed as Exhibit 10.8(b) to the
Hospira, Inc. Quarterly Report on Form 10-Q for the quarter ended March 31 2004, and
incorporated herein by reference).* . s :

Form of Conversion Replacement Non-Qualified Stock Optlon Terms (filed as
Exhibit 10.8(c} to the Hospira, Inc. Quarterly Report on Forrr_l 10-Q} for the quarter ended
March 31, 2004, and incorporated herein by, reference),”

Form of Non-Qualified Stock Option Terms for awards made prror to May 9, 2005 (10- year
term) (filed as Exhibit 10.8(d) to the Hospira, Inc. Quarterly Report on Form 10-Q for the
quarter ended March 31, 2004, and incorporated herein by reference).*

Form of Non-Qualified Stock Option Terms for awards made on or after May 9, 2005 (filed
as Exhibit 10.1 to the Hospira, Inc. Current Report on Form 8-K filed on May 12, 2005, and
incorporated herein by reference).*

Form of Non-Qualified Stock Optton Terms (five- year term) (frted as Exhrblt 10.8(e) to the

Hospira, Inc. Quarterly Report on Form 10-Q for the quarter ended March 31, 2004, and
incorporated herein by reference).* Lo .

. Form of Non-Employee Director Restricted Stock Award Agreement (filed as

Exhibit 10.8(f) to the Hospira, Inc. Quarterly Report on Form 10-Q for the quarter ended ;
March 31, 2004, and incorporated herein by reference) *

Form of Non-Employee Director Non-Qualified Stock Optron Terms (flled as
Exhibit 10.8(g) to the Hospira, Inc. Quarterly Report on Form 10 Q for the quarter ended
March 31, 2004, and incorporated herein by reference).®

Hospira, Inc. 2004 Performance Incentive Plan (filed as Exhibit 10. 9 to the Hosplra Inc.
Annual Report on Form 10-K for the year ended December 31, 2004, and incorporated
herein by reference).* ‘

Hospira, Inc. Non-Employee Directors” Fee Plan, as amended (filed as Exhibit 10.1 to the

" Hospira, Inc. Current Report on Form 8-K filed on October 28, 2005, and incorporated

herein by reference).*

Haspira, Inc. 401(k) Supplemental Plan (filed as Exhibit 10.11 to the Hosplra Inc. Quarterly
Report on Form 10-Q for the quarter ended March 31, 2004, and incorporated herein by
reference).*

101




Exhibit No.

Exhibit A

10.12(a)

LY

10.12(b)

10.12(c)
10.13

‘v

10.14

10.15 .
10.16

10.17
10.18

121
21.1
23.1
311
312
32.1

02

" Form of Agreement between Hospira,.Inc. and each of Christopher B. Begley, Terrence C:

. March 31, 2004, and incorporated herein by reference).*

.« List of Subsrdlarles of Hospira, Inc. e

e

'Brldge Loan Agreement, dated as of January 15 2007 by and among Hosplra and the

Kearney, Edward‘A: Ogunro and Brian J.. Smith regarding Charge in Control (filed as
Exhibit 10.12 to the Hospira, Inc. Quarterly Report on Foim 10-Q for the quarter ended
March 31, 2004, and incorporated herein by reference).* . .

Form of Agreement between Hospira, Inc. and Thomas E. Werner regardtng Change in

* Control (filed as Exhibit 10.1'to the Current ‘Report on Foriii 8-K filed on August 11, 2006

and incorporated herein by reference).*
Agreement, dated January 15, 2007, between Hospira, Inc. and John Arnott.* . .

Form of Grantor Trust Arrangement by and among Abbott Laboratories, Hospira, Inc. and -
each of Christopher B. Begley, Terrence C. Kearney and Edward A. Ogunro (filed as
Exhibit 10.13 to the Hospira, Inc, Quarterly Report on Form 10-Q for the quarter ended

et !
The Hospira Supplemental Pension Plan (filed as Exhibit 10.1 to the Hospira, Inc. Quarterly
Report on Form 10-Q for the quarter ended June 30, 2004, and mcorporated herein by
reference).” s o . o

4 P c P PO

. Not used. ! . ) ' .. : "

Credit Agreement and Guaranty, dated as of December 16, 2005, and amended as of
January 15, 2007, by and among Hospira and thé Lenders and Agents named therein.. '}

Term Loan Agreement, dated as of January 15; 2007 by and among Hospira and the
Lenders and Agents named therein.

)

Lenders and Agents named therein.
ol ' .o
Statement regardmg Computation of Ratlos ,
, . . o FEE T ..)".J

Consent of Deloitte & Touche LLP. :
Certification of Christopher B. Begley under Rule 13a-14(a) under the 1934 Act.

Certification of Thomas E. Werner under Rulé 13a-14(a) under the 1934 Act

Certification of Chrlstopher B. Begley under 18 US.C. 1350 (Sectron 906 of the
Sarbanes-Oxley Act of 2002)

Certification of Thomas E. Werner under 18 U. S C. 1350 (Sectron 906 of the Sarbanes-Oxley
Act 0f 2002).

.= . . . 1 N n [

*

Management compensatory pldn or arrangement.
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Reconciliation of GAAP to Non-GAAP Financial Measures

The following tables reconcile the most comparable Generally Accepted Accounting Principles (GAAP) measures to the non-GAAP

financial measures presented in the tetter to Shareholders.

Core Net Sales (in § millions, except for percentoges) 2006 2005 2005 2004 2004 2003
Total Net Sales - GAAP ... ..o $2689 $2627 | $2627 $2645 | $2645 $2624
Less: ’
Sales to Abbott Labaratories .. ..., (181} (169) {t68)  (180] (180) (224)
Sales of Berlex imaging agents. . ........cooviniinian. - (67) (67) (197) (197) (182}
Impact of foreign currency translation vs. prioryear.. .. ... ... (8} - (9) N (22) -
Core NetSales ... oo e $2520 $2391 | $2382 $2268 | $2246 $2.218
Percent change — Total Net Sales - GAAP ............. ... ... 2.4% (0.7)% 0.8%
-Percent change — Core Net Sales ............................ 5.4%% 5.0% 1.3%

*  Not applicable, as the year-aver-year impact of foreign currency tronsiation is determined based on the previous year's foreign exchange rotes.

“Core Net Sales” is a non-GAAP financial measure that refers to Hospira's Total Net Sales excluding:

» US. and international sales to Abbott Laboratories made pursuant to arrangements entered into at the time of Hospira's

spin-off from Abbott;

+ sales of Berlex imaging agents under the arrangement that terminated during the second guarter of 2005; and

» the impact of foreign exchange translation.

Management believes that presentation of the year- -to-year change in care net sales provides investors with an additional measure
to assess the underlying safes trend of Hospira's ongoing business during the periods presented.

Adjusted Gross Margin [in $ thousands, except for percentages)
Total Net Sales — GAAP

Less:
Costof productssold.........oiri i i
Gross Profit = GAAP ............. T RUU U ST
Adjustments: C

Non-recurring transition costs. ... ..o et
Manufacturing optimization and facility impairments. ................
Integration-related expenses
Sub-total of Adjustments . ... ... .
Gross Profit = Adjusted

Gross Profit Margin —GAAP . ... ... i
Gross Profit Margin — Adjusted

Adjusted Operating Margin {in $ thousands, except for percentages)
Total Net Sales — GAAP
Operating Profit —GAAP. ........ ..o
Adjustments:
Non-recurring transition CostS. ... ..o vvr i i
Manufacturing optimization and facility impairments.................
Integration-related expenses
Purchase accounting Charges. ..........oviiii i,
Curtailmentgain. ............o.cvue e i
Sub-total of Adjustments. ... o i
Operating Profit - Adjusted. ...

Operating Profit Margin = GAAP.......... ..ol
Operating Profit Margin — Adjusted

2006 2005 2004
$ 2,688,505 $ 2.626696 $ 2,645,036
(1,749,262)  (1,777.640)  (1,858,435)
- 939,243 849,056 786,601
4,536 10,849 4,819
49,575 37.873 -
114 - -
54,225 48,722 4819
$ 0993468 $ 897778 $ 791420
34.9% 32.30% 29.7%
37.0% 34.200 29.9%
2006 2005 2004
$2,688,505 $2626,696  $2,645036
339,584 336,615 427,650
35,007 46,004 32,221
49,575 37,873 -
12,029 - -
10,000 - -
- - (64,636)
96,611 83,877 {32.415)
436,195 420,492 395,235
12.6% 12.8% 16.20h
16.20% 16.0% 14.9%

“Adjusted Gross Margin” and "Adjusted Operating Margin™ are non-GAAP financial measures that refer to Hospira’s gross profit and

operating income, respectively, excluding the items below as indicated (net of tax) and divided by Total Net Sales:

¢ Non-recurring transition expenses: the non-recurring transition expenses in 2006, 2005 and 2004 that are related to
Hospira becoming an independent, stand-alone company, including expenses relating to the establishment of new facilities,
the build-out of independent information technology systems, and product registration and re-labeling,




 Manufacturing optimization and facility impairments: the charges, expenses, gains and losses in 2005 and 2006 relatmg
to the 2005 sale of the Salt Lake City, Utah manufactufing facility, and the closures, or pending clostires, of the Ashland,”
Ohio; Donegal, Ireland; and Mentreal, Canada facilities and the departure from the North Chicago, Itinois manufacturing
facifity, including obtigations assumed in connection with the sale of the Satt Lake City facility, asset impairment charges,
restructuring charges, and expenses relating to the relocation of production from the affected facilities to other facilities.
Also excluded are gains an the sale of the Donegal and Montreal facilities, and reductions of the obligations assumed in
connection with the sale of the Salt Lake City facility;

e Integration-related expenses: the expenses in 2006 that are related to integration activities associated with Hospira's
acquisitions;

+ Purchase accounting charges®: a non-cash charge relating to the write-off of acquired in-process research and
development associated with the fourth-quarter 2006 acquisition of BresaGen Limited; and

» Curtailment gain*: a non-cash curtailment gain in 2004 related to discontinuation of the company’s post-retnement
medical and dental plan. ‘

*Purchase accounting charges and the curtailment gain do not impact adjusted gross margin.

Management believes that these adjusted measures, when presented together with, and reconciled to, the comparable measures
presented in accardance with GAAP, are useful to both management and investors in their analysis of the company's ongeing
business and operating performance. Management believes that such presentation enables investors to have more complete
information with which to assess the company's operating performance and prospects. Such presentation aiso faciiitates
comparability with past performance. Management uses these adjusted measures as supplemental measures in assessing its own
performance, including for planning purposes and establishing employee incentive targets.

Non-GAAP financial measures should not be considered a substitute for any GAAP measure. Additionally, non-GAAP financial
measures as presented by Hospira may not be comparable to similarly titled measures reported by other companies.

The items excluded from the non-GAAP financial measures are discussed further in "Management’s Discussion and Analysis of
Financial Condition and Results of Gperations” and "Notes to the Consolidated Financial Statements” in the accompanying Annual
Report on Form 10-K for the year ended December 31, 2006. .
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Shareholder and Corporaté Information

Corporate Headquarters
275 North Field Drive
Lake Forest, lllinois 60045

.224.212.2000

Corporate Web Site
www.haspira.com - .

Stock Listing
Hospira's common stock is listed on the New York Stock Exchange under

- the ticker symbol H5P. -

Annual Mectmg
The annual meeting of the shareholders will be held on:
Tuesday, May 15, 2007

.. 10:00 a.m, (Eastern Trme) ST

Hotel du Pont
t1th and Market Streets .

Independent Registered Public Accountants
Deloitte & Touche LLP

Transfer Agent and Registrar
Computershare Investor Services
P. 0. Box 43078 )
Providence, Rl 02940-3078
800.821.1238
www.computershare.com
shareholder @computershare.com

Shareholder Account Information

Registered shareholders with questions about their accounts may contact
Computershare at the above telephone number or at its mallmg, Web
site or e-mail address.

Investment Community Inquiries

Securities analysts and other investment professionals should contact
Hospira's Investor Relations department at 224.212.2711 or through the
Investor Relations section of Hospira's Web site.

SEC Filings and Investor Information

- Hospira's filings with the Securities and Exchange Commission and other

investor information are available on the Investor Relations section of its
Web site, or upon written request to Hospira's Investor Relations
department, Dept. 051M, Bidg. H1, at the above Corporate Headquarters
address.

Online Delivery of Proxy Materials

Shareholders may now elect to receive annual reports and proxy
materials online. This reduces paper mailed to a shareholder, and saves
the company printing and mailing costs. To enroli, go to'the Investor
Relations section of Hospira's Web site and follow the directions
provided on the "Investing Overview™ page.
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